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FOREWORD 


WITH THIS ISSUE the University of Illinois Law Forum makes its 
initial bow to the public. It enters the field at a time when good maga- 
zines are plentiful and the burden is upon us to show cause for its 
publication. In projecting it into the market in competition’ with other 
periodicals, we are deeply conscious of the fact, if this publication is to 
merit the approval of the professional public, that it will have to be 
something more than just another magazine. The plans we have for 
it as to organization and content are, we believe, distinctive. It is our 
hope, now that these plans are about to be tested through the discerning eye 
of the public, that the periodical will meet a favorable reception and that 
it will become a useful instrument in the hands of the profession. 

The Forum will be devoted primarily to legal subjects that are of 
current and pressing interest to the members of the bar. It is our aim to 
keep the discussions close to the urgent problems of the profession, and 
to shape the materials of the periodical so that they will offer the highest 
attainable measure of help for the members of the bar in the solution of 
their problems and in the advancement of law improvement. To aid us 
in searching out the questions that merit attention, we have asked and are 
receiving the help of an advisory committee of lawyers. This group is 
assisting not only in choosing topics for the Forum but also in finding 
individuals qualified to write on them. The plan is that each issue of the 
publication will be devoted to a single topic with various phases of it 
presented in a symposium. 

The Forum will also have a board of student editors who will aid 
in its publication and who will be responsible for a section of it dealing 


with notes and comments. 
In a broader setting the Forum will become an integral phase of a 


projected Law Center at the University of Illinois. This conception en- 
compasses the idea that legal education is not something that is restricted 
to the period the individual spends in school, but that it is a lifetime 
undertaking, and it contemplates bringing the Law School closer to the 
profession. The program involves courses for lawyers which are conducted 
at the Center and which provide a means for the members of the bar to 
continue their education. In holding these courses at the Center, oppor- 
tunities are opened to law students to hear the leaders of the bar debate 
the emerging and provocative issues before the profession, and thus a 
program of education for lawyers becomes one also for the education of 
law students. In this context the Forum is an agency for the education 
of students and a vehicle through which the Law Center can bring the 
products of its research to the practicing bar and a wider public. 


ALBERT J. HARNO 
Dean of the College of Law, 
University of Illinois 
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THE FUNCTION OF THE LAWYER 
IN ESTATE PLANNING 


BY LEWIS D: SPENCER * 


ESTATE PLANNING is not a new activity. The right to dispose of 
property at death was known to the Egyptians three thousand years before 
Christ, and the Code of Hammurabi, King of Babylon, made provision 
for both testate and intestate succession. Testamentary disposition was 
also known to the Assyrians, the Hebrews, the Greeks, and the Romans. 
In England prior to the Norman Conquest in 1066, freedom of testa- 
mentary disposition over land had been established, except as limited by 
grant and certain family claims. The introduction of the feudal system 
reduced the power of alienation, however, and it was not until the enact- 
ment of the Statute of Wills in 1540 that real property could again be 
freely devised.?, Apparently personal property could be bequeathed during 
this period, subject to certain limitations as to amount.’® In exercising his 
right to dispose of his property at death, the property owner in those 
early times had to choose among various prospective successors to his 
estate, just as the propery owner has to make such a choice today. Thus 
before disposing of his property, he had to do some estate planning, at 
least in an elementary sense. 

Nor is advising property owners with respect to estate planning a 
new activity. At an early date :ormalities were required for an effective 
transfer of property whether by gift or devise. Also property could be 
divided not only physically into various fractional parts but it could also 


*. EWIS D. SPENCER. A.B. 1939, De Pauw University; LL.B. 1942, 
Columbia University; member of the firm of Eckert and Peterson, 
Chicago, Illinois. 


1In re Estate of Hugh Duffy, 228 Iowa 426, 292 N.W. 165 (1940). The early 
history of testamentary succession, particularly in Roman times, is discussed in chapter 
VI of Maine’s Ancient Law. : 

? Irwin v. Rogers, 91 Wash. 284, 157 Pac. 690 (1916). 

s« |. . by the common law, as it stood in the reign of Henry the second, a 
man’s goods were to be divided into three equal parts; of which one went to his heirs 
or lineal descendants, another to his wife, and the third was at his own disposal; or, 
if he died without a wife, he might then dispose of one moiety, and the other went to 
his children; and so e converso, if he had no children, the wife was entitled to one 
moiety, and he might bequeath the other; but if he died without either wife or issue, the 
whole was at his own disposal.”” 2 BL. COMM. *492. 

“Statute of Wills, 1540, 32 HEN. VIII, c. 1, required a writing for a devise of 
land, and the Statute of Frauds, 1677, 29 CAR. II, c. 3, required a writing in all con- 
veyances of freehold estates in land as well as in other situations. Today the formalities 
for transferring property inter vivos and by will are prescribed in the statutes of prac- 
tically every state. 


1 
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be divided chronologically into numerous interests, both present and 
future, such as life estates, remainders, and the like. Then certain absolute 
restrictions on the transfer of property developed. The Rule against 
Perpetuities appeared in 1685,° and subsequently accumulations of income 
were limited.* These developments made it desirable for property owners 
even in these early times to secure the help of others when disposing of 
their property. In substance, these advisers were assisting property 
owners with their estate planning. It is not the activity of estate plan- 
ning that is new in recent years but rather the application of the term 
“estate planning”’ to the steps taken by property owners for many hundreds 
of years with the assistance of professional advisers.’ 

In recent years the interest of property owners in estate planning 
has increased because of new state and federal taxes. As early as 1895, 
the State of Illinois adopted an inheritance tax, and the federal govern- 
ment thereafter enacted three tax laws that must be taken into considera- 
tion in planning estates—the income tax in 1913, the estate tax in 1916, 
and the gift tax in 1932. The rates of tax prescribed in these statutes 
have been increased materially since their enactment, and the taxes them- 
selves have become increasingly complex as regulations explaining them 
have been issued by government officials, decisions interpreting them have 
been handed down by the courts, and the statutes themselves have been 
amended from time to time by the legislative bodies. As a result, today 
estate planning is needed more than ever before to obtain the maximum 
benefits for the family from the property owned by its members. 


I 


Estate planning involves the distribution of property within the 
family group. The many types of property with which the estate planner 
may have to deal in working out a single plan makes estate planning an 
interesting and, at the same time, a difficult task. The property owned 
by a single individual may include real estate, tangible property, stocks, 


5 Duke of Norfolk's Case, 3 Chan. Cas. 1, Pollex. 223, 86 Eng. Rep. 568 (1682), 
sub nom. Howard v. Norfolk, 2 Ch. Rep. 229, 2 Swans. 454, 36 Eng. Rep. 690. 

® In Thelusson v. Woodford, 4 Ves. Jun. 227, 31 Eng. Rep. 117 (1799); 11 Ves. 
Jun. 112, 32 Eng. Rep. 1030 (1805), the court upheld a testamentary trust pro- 
viding for an accumulation of income during the lives of the testator’s sons, grandsons, and 
grandsons’ children living at the death of the testator. However, this led to the passage 
in England of the Thelusson Act, 1800, 39 & 40 GEO. III, c. 98, which limited accum- 
ulations to specified periods, and many states of this country have enacted similar legis- 
lation. ILL. REV. STAT., c. 30, § 153 (1947). 

* Although property owners and their advisers have been planning estates for 
many years, only recently have the various fields of the law involved in estate planning 
been discussed together. The leading books on the subject are: POLISHER, ESTATE 
PLANNING AND ESTATE TAX SAVING (2 vols. 1948); SHATTUCK, AN ESTATE 
PLANNER’S HANDBOOK (1948); WORMSER, THE THEORY AND PRACTICE OF ESTATE 
PLANNING (Rev. Ed. 1948). 
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bonds, mortgages, insurance, and annuities, as well as property interests 
evidenced by partnership agreements, leases, contracts, and similar docu- 
ments. In addition, there are many varieties of each kind of property: 
for example, the real estate may be a city residence, a farm, or a com- 
mercial building; and the individual’s claim to the property may be that 
of absolute ownership or merely a remote future interest. The need of 
the property owner for professional advice in planning his estate has 
been increased by the many types of property and the possible complex 
interests in them. 

The family group is another important factor in estate planning. 
It is obvious that a large family with members in three different genera- 
tions presents an estate planning problem considerably different from that 
of the childless couple. Likewise, the characteristics of the various mem- 
bers of the family group are important; the same provision will not be 
made for the widow with extensive business experience that is made for 
the housewife; nor will the estate plan be the same for spendthrift children 
in their teens and for conservative mature children in their late twenties. 
On occasion, property in an estate will pass outside the family group, 
particularly as charitable gifts; but in most cases, the family group is of 
fundamental importance in estate planning. 

The skillful estate planner must consider both present and future 
ownership of property within the family group. Usually the head of the 
family group gives more attention to present ownership of his property. 
Present ownership is closely related to his business activities in which he 
tries to produce the maximum income for the family and to increase his 
property holdings. Also in his normal business activities the head of 
the family is frequently associated with lawyers, accountants, investment 
advisers, and life underwriters—the very individuals who can and do 
advise him concerning the most economical present ownership of prop- 
erty. The high income taxes in recent years have emphasized the desira- 
bility of planning such present ownership.* The future ownership of 
property, on the other hand, is often neglected by the head of the family 
group. Frequently he is reluctant to think about it, or if he does con- 
sider the problem, it is merely to select beneficiaries on the basis of his 
personal likes and dislikes. For obvious reasons his professional advisers 
may hesitate to insist that he think about the problems which his death 
will create. Nevertheless, provision should be made for that contingency. 


® Emphasis on the present ownership of property. is found in the devices tried with 
varying degrees of success for reducing income taxes: capital gains (INT. REV. CODE 
€ 117); gifts (Lucas v. Earl, 281 U.S. 111, 50 Sup. Ct. 111 [1930], Commissioner 
v. Sunnen, 333 U.S. 591, 68 Sup. Ct. 715 [1948]) : living trusts (Helvering v. Clifford, 
309 U.S. 331, 60 Sup. Ct. 554 [1940]); family partnerships (Commissioner v. Tower, 
327 U.S. 280, 66 Sup. Ct. 532 [1946]; Lusthaus v. Commissioner, 327 U.S. 293, 
66 Sup. Ct. 539 [1946]). 
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It is in connection with future ownership of property that the estate 
planner has unusual opportunity to be of service to his clients. 

The need for estate planning is not limited to persons of wealth. 
The man with a modest fortune must preserve what he has through 
proper estate planning if his family is to be protected upon his death, 
while often a very large estate will adequately provide for the family 
upon the owner’s death, no matter how it is distributed—the losses from 
improper planning merely reducing the amount of property to be passed 
on to succeeding generations. Moreover, the earned income of the head 
of the family group is not such an important factor in planning million 
dollar estates because it is a relatively small part of the total income. In 
the smaller estate, however, the investment income is less and the loss 
of substantial earned income upon the death of the head of the family 
is a severe blow. Proper estate planning is required to anticipate this 
situation and provide for it. Cash is needed upon the death of even a 
young man with a very small estate. If there is no cash available, debts, 
medical bills, and burial expenses will be a difficult burden for the young 
widow, who, in addition, may be suddenly faced with the problem of 
earning the living for herself and minor children. And if the decedent 
neglected to make a will, the widow’s problems may be aggravated further 
by the fact that fractional interests in his small estate may pass to minor 
children or even outside the immediate family group.°® 

Of course, the estate planning problems differ as amounts of prop- 
erty owned by family groups vary, but the conclusion seems warranted 
that all families, no matter how small or great their wealth, need the aid 
of a competent estate planner if serious difficulties are to be avoided upon 
the death of the head of the family. 


II 


With these preliminary observations made, we are ready to discuss 
the steps involved in estate planning. Naturally, there is no standard 
procedure that must be followed, and methods of estate planning vary 
greatly among individual practitioners. However, it is desirable that all 
important points be considered, and there is much in favor of covering 
the field systematically. For these reasons, five suggested steps in estate 
planning are set forth and discussed below with the thought that they 
may serve as a guide to new practitioners in this complicated field and as 
a check-list for more experienced lawyers. These five steps are (1) ob- 
taining the facts, (2) preliminary estimates and computations, (3) formu- 
lating estate plans, (4) testing the plans, and (5) executing the plans. 


* ILL. REV. STAT., c. 3, § 162 (1947). 
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Obtaining the Facts 


One of the most serious obstacles encountered by estate planners is 
the reluctance of clients to give them the necessary facts. Information 
about the family and its property holdings is confidential in nature, and 
clients are reluctant to disclose it unless absolutely necessary. Preparing 
a deed, drafting a will, or taking some similar step requested by the client 
frequently requires little factual information. But if the full picture 
were disclosed, it might appear advisable to change the provisions of the 
instrument or even to select a different method for transferring the prop- 
erty. This possibility adequately justifies an attempt to obtain the in- 
formation outlined below. 


(a) The family. The estate planner should obtain the name of each 
individual in the family group and the following facts about him: 


Relationship to other members of the family 

Residence address *° 

Date of birth 

Condition of health 

Minimum income requirements and probable changes therein 
from time to time 

Extent to which individual is dependent economically upon 
others in the family group 

Members of the family group dependent economically upon 
the individual 

Attitude toward other members of the family and their atti- 
tude toward the individual 

Any other personal information which might affect planning 
for the welfare of the individual 


(b) The property. Detailed information about all the property 
presently owned by the family group is essential for adequate estate 
planning. First, each item of property should be listed. The following 
list covering the various types of property may be helpful: 


Real estate, including buildings and other improvements 

Personal property, including household goods, automobiles, 
and personal effects 

Cash in possession and in bank 

Stocks, including shares in closely held corporations 

Bonds and other securities 

Mortgages, promissory notes, and debts due from other persons 

Annuity contracts 


1° If the individual lives in different states during the year and thus has more than 
one residence, it is important for conflict of laws purposes to determine in which state 
he is domiciled. 
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Life insurance policies 

Partnership interests 

Sole proprietorship interests 

Other miscellaneous property, including claims, royalties, pen- 
sions, leaseholds, judgments, and shares in trust funds 


Second, all the pertinent data about each item of property should be 
obtained, including information on the following points: 
Description of property 
Estimate of present value and future value 
Names of all individuals who have interests in the property 
and the nature of their interests 
Mortgages, liens, or other encumbrances on the property 
Date acquired by present owners 
Manner in which acquired by present owners—that is by gift, 
by inheritance, by purchase from earned income or otherwise 
Annual expense of maintaining property 
Annual income from property 


It might appear at first glance that collection of the information 
indicated in the two check lists above involves a lot of unnecessary work. 
However, this information serves as the basis for the estate plans to be 
discussed later. If the factual information is not complete and accurate, 
particularly the vital information about the property, these estate plans 
will rest on a shaky foundation. The formulation of satisfactory estate 
plans is a difficult job at best in most instances; if only fragmentary in- 
formation about the property is obtained, the planner will be seriously 
handicapped. 

In addition to property presently owned, it is essential in estate 
planning to consider property which individuals in the family group 
may acquire in the future, including property over which they have now 
or may receive a power of appointment. Likewise, information about 
property previously owned by individuals in the family group and dis- 
posed of prior to the present date may be important; this is particularly 
true of gifts and similar transfers without adequate consideration. Fre- 
quently the individuals whose estates are being planned do not volun- 
teer information about these past property transfers and possible future 
changes in property ownership because they do not appreciate their sig- 
nificance. The estate planner should therefore take care to cover these 
points in talking with his clients. 

(c) Objectives of each property owner. Even if the estate planner 
knows all about the family and has complete information concerning the 
property, he still cannot proceed until he finds out how each property owner 
would like to dispose of his property. In other words, the estate planner 
must know the objectives of each property owner. This is a point that 
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the property owner may not have previously considered thoroughly, and 
the person planning his estate must then help him formulate his objec- 
tives. Generally, the individual has specific items of property he would 
like to transfer to certain persons. The remainder of his estate he may 
want used for the protection of his spouse or some other individual and 
the balance, if any, distributed to others. Or he may desire to provide 
for several persons and his objectives may be formulated by answering 
these questions: For whom does he wish to provide? Does he desire to 
give principal or income? If he wants to give income, how much and 
for how long? If he wants to give principal, how much? Or the indi- 
vidual property owner may want to distribute his property among the 
members of his family in the manner which will result in the payment of 
the least income, gift, and estate taxes. In any event, it is necessary that 
careful consideration be given to the objectives of each individual prop- 
erty owner in the family group. If the individual controls a business, 
either because he is sole proprietor or the principal partner or the owner 
of most of the stock in a closed corporation, additional problems arise. 
Does he contemplate that the business will be sold or be continued by 
the family group after his death? If the business is to be sold, who does 
he think should handle the sale? If the business is to be continued by 
the family group, can the personnel of the business conduct it success- 
fully without him? Is the legal form of the business such that continued 
operation after his death is feasible? 

Finally, it is frequently helpful for the estate planner to know the 
philosophy of the property owner with respect to the maintenance and 
welfare of the family. The head of the family may feel that to give his 
widow and children large sums of money is undesirable, or he may believe 
that it is wise for them to have substantial amounts of cash in order that 
they may become experienced in handling money. He may or may not be 
in favor of large gifts to charities. The more information of this gen- 
eral nature the estate planner can acquire, the more able he will be to 
formulate estate plans which accomplish the objectives of the various 
property owners within the family group. 

(d) Methods for obtaining the facts. If the estate planner has 
acted as counsel for the family over a long period of time, he already may 
have much of the information indicated above. More frequently, how- 
ever, he has inadequate information, and it is necessary for him to explore 
the situation thoroughly. The obvious way to do this is through sep- 
arate conferences with the individual members of the family at which the 
facts can be tactfully brought to light by questioning that ought not, but 
occasionally does, resemble cross examination. Paradoxically, the confi- 
dential nature of the information about the family and its property hold- 
ings sometimes gives a comparative stranger an advantage over the family 
counsellor in obtaining information: some persons will confide in strangers 
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ESTATE PLANNING 
regarding facts they would hesitate to reveal to the family adviser from 
their own social group. On the other hand, the estate planner who per- 
sonally knows the individual members of the family can add his own 
observations to those of his clients in developing the factual basis for 
estate planning. In addition to conferences with the individual members 
of the family, the estate planner can obtain much information by examin- 
ing documents, such as income tax returns, gift tax returns, trust agree- 
ments, wills, annuity contracts, life insurance policies, deeds, prenuptial 
or separation agreements, divorce decrees, partnership agreements, stock 
purchase agreements, and similar papers kept in safety deposit boxes by 
the members of the family group. Even if such documents do not add 
to his information, at least they enable the estate planner to check the 
accuracy of the information given him by his clients. 


Preliminary Estimates and Computations 


As soon as the pertinent facts about the family and its property have 
been obtained, it is possible to make certain estimates and computations 
that will throw more light on the estate planning problems. These esti- 
mates and computations show the charges against the estate of each indi- 
vidual when his property is transferred, either during his lifetime or at the 
time of his death. The following points are suggested in this connection: 


(a) Gifts and similar transfers of property 
Federal gift tax 
Federal tax on security transfers 


(b) Transfers of property at death 
Debts of decedent 
Medical and burial expenses 
Mortgages and liens on decedent’s property 
Widow and children’s awards 
Executors’ commissions and appraisers’ and attorneys’ fees 
Federal income taxes of decedent, including possible defi- 
ciencies for prior year 
Real estate and personal property taxes 
Federal estate tax 
Illinois inheritance taxes 
Federal tax on security transfers 
Miscellaneous probate costs 


Formulating Estate Plans 


In the first step of estate planning—obtaining the facts—the estate 
planner plays the role of the careful and thorough investigator. In the 
second step—preliminary estimates and computations—he has an oppor- 
tunity to utilize his knowledge of the tax laws and his experience in ad- 
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ministering estates. The formulation of estate plans, the third step of 
estate planning, however, requires still another skill: ability to create 
estate plans which solve the problems disclosed in the first two steps. These 
problems are generally of two kinds: (1) When the individual's property 
is transferred, how will the charges against his estate on account of the 
transfers be paid? (2) How can the remainder of the individual’s prop- 
erty be distributed so as to best satisfy his objectives? These problems 
are solved by use of one or more of the estate planning devices, which 
include: 
Gifts 
Joint ownerships 
Living trusts 
Bequests and devises 
Testamentary trusts 
Insurance 
Devices for transferring business interests such as stock pur- 
chase agreements and buy-and-sell agreements for partner- 
ship interests 


Each of these estate planning devices is useful in solving particular estate 
planning problems, and thus knowledge of all of them is essential for 
successful estate planning. 

The formulation of estate plans is a process of trial and error. If 
the individual has few assets, the experienced estate planner may be able 
to create a workable estate plan which can successfully withstand all the 
tests outlined below without subsequent change. But as the size of the 
estate increases and the estate planning problems correspondingly multi- 
ply in number, even the most experienced practitioner can hardly hope 
to create a plan in the first instance which will not have to undergo at 
least minor adjustments. Therefore, the initial step in formulating estate 
plans is to outline a tentative plan for the individual which provides for 
distribution of all his property, taking into account his objectives and 
the charges against his estate when his property is transferred. This dis- 
tribution is accomplished by means of one or more of the estate planning 
devices, and hence, the usual estate plan consists of recommendations for 
the use of gifts, trusts, insurance, or other estate planning devices to solve 
specific problems in the individual's estate. 

In formulating estate plans it is important not to overlook the 
present plan under which the individual is operating. It is a rare case, 
indeed, where the individual has substantial property interests and has 
not started to plan his estate, whether conscious of the full implication 
of his acts or not. He may have exercised options in insurance policies, 
created joint ownerships for some of his assets, made a will, or taken 
any one of numerous possible steps in estate planning. Frequently ob- 
vious defects in his present plan lead the individual to consult the estate 
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planner. He may desire to change the distribution of property in his 
present will; he may be purchasing a home and wanting to know if it 
is advisable to own it jointly with his wife; he may suspect that his entire 
estate plan needs overhauling because of some change in the law, such 
as the estate tax revisions in the Revenue Act of 1948. After such obvious 
defects are removed the present plan of the individual may prove to be 
quite adequate; at least, the present plan is a good starting point in 
formulating estate plans. 

Another guide in formulating estate plans is found in the plans 
commonly used by many individuals. Before the passage of the Revenue 
Act of 1948, estate plans frequently included a testamentary trust in 
which the husband provided that the net income from the trust property 
was to be paid to his wife during her lifetime and upon her death the 
property was to be paid over in equal shares to their children. A popular 
variation of this plan included retention of the property in the trust after 
the wife’s death until the children had reached specified ages—-when they 
no longer needed the protection of the trust—with the trust income in 
the meantime paid to them in equal shares. Property owners liked this 
plan for a number of reasons. It shifted the management of the prop- 
erty from the unskilled beneficiaries to the skilled trustees selected by the 
testator. It made certain that the property would remain in the immedi- 
ate family and would not fall into the hands of future sons-in-law and 
daughters-in-law or the wife’s second husband, should she choose to 
marry again. It had desirable tax consequences in that the trust property 
was not a part of the wife’s gross estate for federal estate tax purposes; 
there was only one tax upon the testator’s death, whereas if he left the 
property to his wife outright there would be not only the tax upon his 
death but a second tax when the wife died and the property descended 
to their children. 

The Revenue Act of 1948 made it possible to change this plan so 
as to accomplish the same objectives and at the same time reduce the 
federal estate tax further by use of the new marital deduction. One way 
of doing this is to create two trusts in the will to take the place of the 
single trust previously used. In the first of these two trusts, all the income 
is to be paid to the wife during her lifetime, and she is given a power of 
appointment by will over the trust property. In default of the exercise 
of the power by the wife, the trust property will be paid in equal shares 
to the children of the testator and his wife, or distribution of the prop- 
erty to the children may be postponed until they reach specified ages by 
continuing the trust with the income payable to the children periodically 
in equal shares. This trust is designed to qualify for the marital deduc- 
tion ** and will, therefore, not be taxed in the husband’s estate for fed- 


“Note 22 infra. 
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eral estate tax purposes.*? In the second trust, the income is payable to 
the wife during her lifetime, and upon her death, the property is pay- 
able in equal shares to the children, or distribution of the property to 
them may be postponed until they reach specified ages. The property in 
this trust does not qualify for the marital deduction and will therefore 
be taxed in the husband’s gross estate;** however, it will not be a part 
of the wife’s gross estate for federal estate tax purposes.** This modified 
plan retains the advantages of the “‘life estate-remainder’”’ plan used prior 
to the passage of the Revenue Act of 1948 and, in addition, reduces the 
federal estate tax because all the property will be taxed only once as here- 
tofore and will be taxed in two different estates, thus avoiding the higher 
surtax brackets of the federal estate tax.'® Since the passage of the Reve- 
nue Act of 1948, this two-trust plan has been used by many property 
owners, and its advantages warrant its consideration in planning any 
estate of substantial size. It is a good illustration of the help that can 
be obtained in formulating estate plans by applying plans commonly 
used by many individuals to the situation of the particular client. 

The statement that the objectives of the individual property owner 
are paramount and that tax savings are secondary has been repeated so 
often that it has become axiomatic in estate planning. Yet income, gift, 
and estate taxes are a serious drain on the property and materially reduce 
the benefits which the members of the family would otherwise receive 
from it. Therefore, it becomes important to determine the precise part 
tax savings should play in estate planning. In the first place, if the estate 
plan can be modified so as to accomplish the property owner's objectives 
and save taxes simultaneously without resultant disadvantages, then tax 
savings are quite proper and desirable. This type of tax savings is illus- 
trated by changing the one frequently used life estate-remainder trust 
into the two trusts, one which qualifies for the marital deduction and 
the other which does not, to save federal estate tax as described above. 


*% The size of this first trust should not exceed fifty percent of the adjusted gross 
estate, which is the maximum marital deduction allowed by § 812(e) of the Internal 
Revenue Code. Unless the property is owned almost entirely by one of the spouses, it is 
necessary to determine the size of this marital deduction trust with care in order to 
obtain the maximum estate tax advantage. 

% This second trust should be of sufficient size to utilize that part of the $60,000 
federal estate tax exemption, if any, not absorbed by other property included in the hus- 
band’s gross estate. 

After the husband’s death, the wife can use the income from the first or marital 
deduction trust (and the principal, if necessary) for her living expenses and personal 
needs and leave the income and principal of the second trust intact, thus increasing the 
amount which will pass to the children without estate tax upon her death. 

* The use of the two trusts instead of one does not depart from the property 
owner’s objective if the surviving spouse does not exercise her power of appointment 
by will over the property in the first or marital deduction trust. Of course, careful con- 
sideration should be given to the advisability of giving the surviving spouse such a 
power since by exercising it she can seriously alter the decedent’s plan for distributing 
the property. 
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Certainly no one would urge that tax savings in this manner should be 
ignored by the estate planner.*® 

In the second place, changing the estate plan to save taxes may not 
thwart the property owner's objectives but may result in serious disad- 
vantages. For example, the creation of an irrevocable inter vivos trust 
can accomplish the same objectives as a testamentary trust and at the 
same time result in large tax savings since the gift tax paid at the time 
of its creation is much less than the estate tax on the same property in 
a testamentary trust. Moreover, the tax on the income from the trust 
property can be shifted by means of an inter vivos trust to individuals 
other than the property owner and his wife. Yet the irrevocable inter 
vivos trust has the big disadvantage of extreme rigidity. Subsequent 
changes in the property owner's objectives or in the laws affecting his 
estate may make modification of the trust terms extremely desirable, but 
the irrevocable nature of the trust will prevent any modification. This 
lack of flexibility in the irrevocable inter vivos trust is a disadvantage that 
frequently outweighs the tax savings it brings. The decision to use it 
should be made by the individual property owner, and if he elects to 
take a chance on the disadvantages after being fully advised of the pos- 
sible consequences, then such tax savings are also proper in estate plan- 
ning. Likewise, whether an estate plan which fails in part to accomplish 
the property owner's objectives should be adopted to save taxes is a 
decision to be made by the individual property owner. If the tax savings 
are more important to him than distribution of his property so as to accom- 
plish his original objective, then such tax savings are also proper in estate 
planning. 

In the third place, the sole objective of the property owner may be 
to distribute the property among the members of his family by the method 
which will result in the greatest possible tax savings. This is frequently 
the situation where the estate is extremely large because the members of 
the family will probably be adequately provided for no matter what the 
details of the estate plan are and because the high surtax rates take a 
greater percentage of the property and its income for tax purposes. In 
such cases, a two-fold problem is presented: (1) to save income taxes by 
dividing the property among as many taxable entities as possible, and 
(2) to pass the property from one generation to the next with a minimum 
of gift and estate taxes. The solution of these problems generally requires 


* The use of multiple trusts illustrates how federal income taxes can be saved 
without changing the property owner's objectives. For example, if the property owner 
has two minor children, he may wish to place property in trust to accumulate the income 
and defer payment of it to them until they attain 21. Income taxes can be saved each 
year by creating a separate trust for each child rather than a single trust in which each 
child has a share because the higher surtax brackets will be avoided by dividing the trust 
income between two taxable entities. The objective of the property owner is accomplished 
whether a single trust or the two trusts are created by him. 
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not only knowledge of the tax laws and the estate planning devices but 
also extreme ingenuity on the part of the estate planner. 

It is most certainly true that tax savings are a secondary considera- 
tion in estate planning. The foregoing discussion shows, however, that 
the estate planner must ever be alert for opportunities to save taxes and 
that in appropriate circumstances, tax savings may be a vital part of 
the estate plan. 

Testing Estate Plans 


After the estate plan has been formulated and reduced to writing, 
the next step is to test it. In this way defects can be detected and reme- 
died before the plan is executed—before the property owner takes steps 
that he may not be able to retrace. The following points are suggested 
in this connection: 


(a) Adequacy. Determining whether the plan is adequate requires 
consideration whether it solves the two principal estate planning problems. 
First, does the plan provide for payment of the charges against the prop- 
erty owner’s estate arising from the transfer of his property? To answer 
this question, the estate planner should check again his preliminary esti- 
mates and computations since the estate plan under consideration may 
have increased or decreased some of them. Generally, these items must be 
paid in cash when the property is transferred, and only if the plan indi- 
cates the source of the necessary funds, can it be said that the plan is ade- 
quate in this respect. Second, does the plan provide for distribution of the 
remainder of the individual's property in a manner which will accomplish 
his objectives? This question can best be answered by comparing the 
gifts of income and principal under the estate plan with the property 
owner’s objectives as they were initially developed. Another way of 
testing the adequacy of the plan is to go through a hypothetical admin- 
istration of the estate under it. In so doing the estate planner will con- 
sider the two basic questions indicated above, and he may, in addition, 
expose flaws in the plan in other respects. 


(b) Integration. Generally the estate plan utilizes two or more 
of the estate planning devices. A single estate plan, for example, may 
well include gifts, insurance, and a testamentary trust. In such a case all 
three devices should work together to pay the charges of transferring the 
property and to accomplish the property owner's objectives. They should 
not overlap, which would occur, for instance, if all three were designed 
to take care of the beneficiaries and none was set up for the purpose of 
paying taxes and similar charges. They should not conflict, which would 
happen if gifts were made of property that was also designated as part 
of the testamentary trust. All of the estate planning devices used must 
be so related, one to the other, that they present a single co-ordinated plan. 
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In addition, the estate plan should be integrated with the estate 
plans of the other individuals in the family group. For example, if a 
husband decides to save federal estate tax by means of the marital deduc- 
tion, the gross estate of his wife is generally increased by the amount of 
the marital deduction from her spouse’s estate, and her estate must be 
planned so that cash will be available to pay the resulting federal estate 
tax. Likewise, care should be taken that two individuals in the family 
group do not provide unknowingly for the same objective, which may 
occur when two adult children adopt estate plans each of which makes 
adequate provision for the mother. The complete integration of the 
estate plans of two or more property owners is difficult because of un- 
certainty as to the order in which they will die. It may not be possible 
to provide for all contingencies; nevertheless, the interrelation of the estate 
plans for various individuals in the family group should be considered 
carefully by the estate planner. 


(c) Flexibility. The principal purpose of planning the estates of 
members of the family is to anticipate and provide the solution of prob- 
lems which will arise at an indefinite future date. The death of the prin- 
cipal property owner may occur in a week or a year or many years in the 
future. No estate planner, no matter how skillful, can be certain what 
the situation of the family will be at that time; the value of the property 
may be substantially more or less than it is now; tax rates may be differ- 
ent. The use of flexible estate planning devices permits modification of 
the plan in the future as such changes occur. 

Furthermore, the individuals whose duty it will be to administer 
the estate and distribute the property can best accomplish the property 
owner's objectives if extreme rigidity is avoided. For example, flexi- 
bility in a testamentary trust can be obtained by directing the trustees 
to pay the income in their discretion for the reasonable care, support, edu- 
cation, and comfort of designated individuals or any of them, rather than 
in fixed shares to named beneficiaries; by providing that the principal 
shall be distributed in installments at various ages; and by using powers 
of appointment whose donees can distribute the property within the 
family group according to the situation existing at the time the power 
is exercised many years after its creation. Flexibility is easy to obtain 
with some estate planning devices and difficult to obtain with others.’’ 
An estate plan should be checked to determine that it has the maximum 


The revocable living trust has been gaining in popularity in recent years because 
of its flexibility. The grantor can retain the income from the property during his lifetime 
and can alter, amend, or revoke the trust at any time prior to his death. Thus the 
revocable living trust has the same flexibility as a will; in addition, it has these ad- 
vantages: (a) the grantor during his lifetime has a chance to see how the trust will 
operate; he can correct things not to his liking by changing trustees or amending the 
instrument; (b) the trust property is not part of the grantor’s probate estate, which 
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of flexibility consistent with the wishes of the property owner and the 
facts regarding the family and its property. 


Executing Estate Plans 


The fifth and final step in estate planning requires still another skill, 
expert draftsmanship, since legal instruments will have to be prepared 
to carry out the plan no matter which estate planning devices are em- 
ployed in it. To discuss all the problems involved in the preparation 
of the wide variety of legal instruments that can be used in estate planning 
would unduly prolong the length of this introductory article. However, 
a few suggestions of general application to all such legal instruments 
should not be omitted. 

The careful selection of points to be covered is of primary import- 
ance in drafting legal instruments. Each paragraph of the document 
should have a definite purpose, yet no significant point should be omitted. 
For example, among the initial clauses in a will, there is frequently included 
a direction to the executors to pay the debts of the decedent. Such a 
clause adds nothing of significance to the will because the decedent’s debts 
must be paid before his representatives can distribute his estate to the 
beneficiaries.?* Hence in the absence of special circumstances, there is little 
reason for mentioning creditors in a will. On the other hand, an important 
subject frequently omitted from wills is the payment of estate and inheri- 
tance taxes. Absent a contrary direction in the will, (a) the federal 
estate tax is paid out of the residuary estate,’® except that the tax attribut- 
able to inclusion in the gross estate of life insurance proceeds receivable by 
a beneficiary other than the executor and certain property subject to a 
power of appointment is ultimately paid by the person receiving such 
property,”® and (b) the Illinois inheritance tax is paid by the dis- 
tributees.** Conceivably, the payment of the estate and inheritance taxes 
in this manner would not do violence to the property owner's wishes if 
his estate were planned with the above tax rules in mind, but even in 
such a situation, it is desirable to include a tax provision in the will to 
confirm the testator’s wishes and to make sure there will be no litiga- 
tion on the point after his death. Apportioning the death taxes among 
the persons beneficially interested in the estate rather than requiring pay- 
ment from the residuary estate works well in some situations, particularly 
if specific bequests are made to friends, remote relatives, and charities, if 


decreases the administration expense at the time of his death and gives more privacy to 
his affairs; and (c) there is smaller chance that an inter vivos trust will be upset for 
lack of sound mind or because of the existence of undue influence than in the case of a will. 
ILL. REV. STAT., c. 3, § 357 (1947). 
® Y M.C.A. v. Davis, 264 U.S. 47, 44 Sup. Ct. 291 (1924); First Nat'l Bank 
of Chicago v. Hart, 383 Ill. 489, 50 N.E.2d 461 (1943). 
INT. REV. CODE § 826(c) and (d). 
“ILL. REV. STAT., c. 120, § 378 (1947). 
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a large inter vivos trust is included in the gross estate, or if the estate 
has declined in value. At the same time, apportionment may result in 
hardship as in the case of the life insurance beneficiary who must pay 
her share of the estate tax in a lump sum soon after the death of the 
insured although her insurance money is subject to options which make 
it distributable to her over a period of years. In any event, the incidence 
of death taxes is an important subject that should be specifically covered in 
all wills. ' 

Although the saving of taxes is secondary to the realization of the 
property owner’s objectives in estate planning, the avoidance of unneces- 
sary taxes through proper drafting of the instruments carrying out the 
plan is paramount. If the estate plan is predicated on the use of a testa- 
mentary trust in order to secure the maximum federal estate tax marital 
deduction, the entire plan is upset by loss of this deduction through a 
will that fails to satisfy the statutory requirements.” The technical nature 
of the income, gift, and estate tax laws makes it necessary to keep the 
tax aspects of the estate plan firmly in mind while drafting the appropriate 
legal instruments. 

Practically all discussions of the execution of estate plans include 
warnings against indiscriminate copying from other legal instruments. 
Such warnings seem quite proper because no two estate plans present the 
same problems; information about the family and its property is differ- 
ent in each case and property owners have many and varied objectives. 
The estate plans ultimately adopted frequently utilize different estate 
planning devices, and even if the same legal instrument is required in 
two different estate plans, the points to be covered in each may be quite 
different. Nevertheless, it should be pointed out that it is the indiscrim- 
inate use of clauses from other documents, not the copying per se, that 
leads to undesirable results. If the draftsman has a tested model, and 
if he is sure that the law has not changed in the meantime and that the 
instrument he is preparing should cover the same point in the same way, 
it is advantageous to copy from the model in order to save time and 
avoid ambiguities. 


"= The trust must provide that (a) the surviving spouse is entitled for life to 
all the income from the corpus of the trust; (b) the income from the corpus of the 
trust is payable to the surviving spouse annually or at more frequent intervals; (c) the 
surviving spouse has a power to appoint the entire corpus free of the trust to herself 
or to her estate or to either; (d) the power of appointment is exercisable by the sur- 
viving spouse alone and in all events; (e) the executors may not set up the trust from 
unidentified assets which if specifically given would not qualify for the marital deduction. 
The trust cannot provide that the trustees may accumulate income, that the income 
payable to the surviving spouse is limited to a stated amount, that the trustee may dis- 
tribute the income to any one other than the surviving spouse, that the power of appoint- 
ment of the surviving spouse is subject to the consent of anyone else; or that the income 
payable to the surviving spouse is to cease or be reduced on any contingency other than 
death. INT. REV. CODE § 812(e). 
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If the distribution of property within the family group is not 
planned in advance, the family may suffer. The property may produce 
less income as the result of improper investment or the payment of high 
income taxes which could have been reduced. Some of the property itself 
may be unnecessarily lost through forced liquidation to obtain cash and 
through payment of unduly high death taxes. The property and the 
income from it may unexpectedly be distributed to persons other than 
those who need it and were intended to have it. The function of the 
lawyer is to avoid these and other undesirable consequences through proper 
estate planning.** This is not an easy task. It requires extensive legal 
knowledge concerning the operation of and the taxes on gifts, joint owner- 
ships, living trusts, bequests and devises, testamentary trusts, insurance, 
and devices for transferring business interests. It requires non-legal knowl- 
edge which the lawyer must frequently obtain from other professional 
men, including accountants, insurance advisers, trust officers, and invest- 
ment counsellors. A review of the steps involved indicates the many 
skills necessary for successful estate planning: the facts can be obtained 
only through careful and tactful investigation; the preliminary estimates 
and computations require knowledge of the tax laws and estate admin- 
istration; formulation of estate plans is dependent upon knowledge of 
estate planning devices and upon creative ability; estate plans can best be 
tested by one who has had experience with the operation of similar plans; 
and the execution of estate plans requires skill in drafting legal instruments. 
The articles which follow discuss intensively the various estate planning 
devices. It is hoped that these articles will increase the knowledge of Illinois 
lay wers concerning estate planning in order that Illinois lawyers may better 
carry out their difficult function. 
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*% By carefully planning the estate of each member of the family the lawyer can 
do much to prevent future undesirable consequences. He should also advise members of 
the family of appropriate modifications needed from time to time to keep the plans up 
to date. The family picture changes through marriages, births, children reaching maturity, 
marital difficulties, and deaths; the property is invested and reinvested; the charge against 
the estate upon the transfer of the property may increase or decrease; the objectives of 
the property owners may change; and the new laws affecting estate planning may take 
the place of old ones. All these factors require adjustment of estate plans. Opinion No. 
210 of the Committee on Professional Ethics, American Bar Association (1941) is 
pertinent in this connection: ‘‘Many events transpire between the date of making the 
will and the death of the testator. The legal significance of such occurrences are often 
of serious consequence, of which the testator may not be aware, and so the importance 
of calling the attention of the testator thereto is manifest. It is our opinion that where 
the lawyer has no reason to believe that he has been supplanted by another lawyer, it 
is not only his right, but it might even be his duty, to advise his client of any change 
of fact or law which might defeat the client’s testamentary purpose as expressed in the 
will.” 











INTER VIVOS TRANSFERS: 
GIFTS, JOINT OWNERSHIPS, AND 
CONTEMPLATION OF DEATH 


BY BERNARD EPSTEIN * 


“GIVING WHILE LIVING” is one of the corner stones of prudent estate 
planning. To have the maximum amount of a client’s property avail- 
able for distribution to his chosen beneficiaries, his inter vivos transfers 
must be based upon a consideration of numerous factors. The changes 
wrought by the Revenue Act of 1948 have multiplied the dangers inher- 
ent in haphazard giving. 

A person has the alternatives of consuming his wealth, distribut- 
ing portions of his property to the objects of his bounty while living, 
and disposing of it at his death. The term “‘estate’’ is often erroneously 
limited to that portion of the property passing at death. It should also 
include property distributed during a person’s lifetime. The extent and 
manner in which a person makes inter vivos transfers will affect the ulti- 
mate total that his beneficiaries will receive from him before and after 
his demise. 

Every transfer has tax implications. While a prudent transfer may 
result in a minimum tax charge, an unwise distribution may mean an 
unnecessary tax donation. When a taxpayer acts in such manner or so 
manages his affairs that unnecessary or additional taxes result, he is un- 
wittingly making a gift, but in the form of taxes with the donee being 
the government. No objection exists to intentional tax donations by the 
taxpayer. However, the average citizen, no matter how benevolent, objects 
to dispensing his charity by needless tax payments. The wise utilization 
of inter vivos gifts will greatly assist in eliminating tax donations, 
whether in the form of income, gift, or death taxes. The greater the tax 
donations, the less will remain for his own use and for division among 
his selected beneficiaries. 

After the lawyer has familiarized himself with the affairs of his 
client and has ascertained his desires and wishes, the next step is to deter- 
mine the inter vivos transfers that will attain his objectives and while 
incurring tax charges, will avoid tax donations. 

No proper plan of inter vivos distribution should be based solely 
upon a desire to save or avoid taxes. After having made provision for 
his own requirements, a client should make gifts, first because he wishes 


*BERNARD EPSTEIN. Ph.B 1927, J.D. 1929, University of Chicago; 
member of the firm of Epstein and Epstein, Chicago, Illinois. 
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to provide for or assist his donees and then permit tax considerations to 
regulate the form or time of giving. In this manner he will attain his 
objectives and provide for the beneficiaries according to their needs, while 
refraining from making tax gifts. 

A person who makes an inter vivos gift solely to save taxes may 
be making a transfer he will later regret. He may lose control over prop- 
erty that he may subsequently need, or the subject matter of the gift, 
through death of the beneficiary or otherwise, may find its way into the 
hands of a person over whom the donor has no influence or whose in- 
terests may even be adverse to the donor. In addition, no tax savings may 
result to the transferor. An example would be transfers creating family 
partnerships where the income remained taxable to the donor.’ 


ADVANTAGES OF GIFTS 


Many valid reasons, aside from tax considerations, exist that should 
prompt a person of substantial means to make inter vivos gifts. If he 
makes a gift to his son or another relative, he can observe the donee’s 
ability to handle money. He throws responsibility upon the beneficiary 
and prepares him for later receipt of greater wealth. By a much needed 
and well-timed gift, he may enable a child or other relative to enter into 
business or purchase an interest in.an enterprise, thereby considerably 
increasing the donee’s earning power. The course of life of many ambitious 
young persons might be changed by their securing ownership of several 
thousand dollars at an opportune time. The income return on the trans- 
fer in the hands of the recipient may considerably exceed the income on 
the funds while in the possession of the donor. The objection may be 
raised that the donee may waste the money; however, knowledge comes 
with experience. Also if the beneficiary dissipates a gift under the watch- 
ful eye of his benefactor, he will certainly squander a bequest or devise 
received after the donor is in his grave. The manner in which a recipient 
handles a gift may furnish indications of how much and in what form 
he should receive later transfers. 

If the donor makes gifts during his lifetime, he has the pleasure 
and satisfaction of observing those close to him enjoy the benefits. ‘Giving 
while living’ is bound to be more gratifying than waiting until death 
before helping those dear to one. Why have the beneficiaries lavish their 
praise in memoriam? It is far more pleasant to be thanked in person. 


1 Economics v. Commissioner, 167 F.2d 165 (C.C.A. 4th 1948), cert. denied, 
335 U.S. 826, 69 Sup. Ct. 53 (1948); Commissioner v. Tower, 327 U.S. 280, 66 
Sup. Ct. 532 (1946). Liability for gift tax may nevertheless exist. Walter H. Lippert, 
11 TC No. 95 (1948). Michigan Court permitted return of property to donor. 
Stone v. Stone, 319 Mich. 194, 29 N.W.2d 271 (1947). But cf. Lowry v. Kavanagh, 
34 N.W.2d 60 (Mich. 1948). 
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‘TAX BENEFITS 


If, in addition to the above-mentioned incentives, the donor avoids 
tax donations by making gifts and thereby actually increases the total to 
be received ultimately by the beneficiaries, the prudent planner will feel 
impelled to make inter vivos transfers. 

One of the obvious advantages of making gifts is income tax savings. 
If the donor, Paul Scott, transfers $20,000 to his son, Don, who has 
little or no income, the income from the $20,000 will be removed from 
Paul’s highest income tax brackets, and the total retained by Paul and 
Don after payment of all taxes will be increased. However, since the 
passage of the Revenue Act of 1948, no income tax savings result if the 
gift is from one spouse to the other. The same benefits can be secured by 
filing a joint return. The tax is then ascertained as though each is the 
owner of one-half of the total income of both, with each being entitled 
to one-half of the total deductions and credits. The total tax is twice the 
tax on the one-half. 

Another benefit is the avoidance of tax donations through savings 
on death taxes. The gift tax rates on net gifts, after deduction of the 
exclusions and exemptions, range from 214% on the first $5,000 of a 
donor’s taxable gifts to 5734% on cumulative net gifts of $10,000,000 
or over.* The rates on any particular bracket are three-fourths of the 
federal estate tax rates on the same bracket. Also inter vivos gifts, by 
diminishing the size of the decedent’s net estate, reduce the amount of 
tax payable for such estate in its highest tax brackets. If a person trans- 
fers property by gift, insofar as such gifts are in excess of the exclusions 
and exemptions they are taxable at the lower gift tax rates on a cumu- 
lative basis, commencing at 2%4%, while the estate tax payable upon 
his death will have been reduced in its highest tax brackets by the amount 
of the gifts. 

Gifts that come within the exemptions and exclusions are entirely 
free from tax. By making gifts, there is the benefit of two sets of exemp- 
tions, one in connection with the gift tax and another allowed in ascer- 
taining the estate tax. 

An additional saving results because the tax on a gift is based on 
the amount of the net gift exclusive of the gift tax payable, and the tax 
is paid out of property of the donor other than the subject matter of 
the gift. In ascertaining the federal estate tax, the tax and the rate are 
based on the estate of the decedent, which includes the amount required 
to pay the estate tax.5 


* INT. REV. CODE § 12(d). 

* Id. § 1001 (a) (2). 

*Id. § 1001 (a). Where donee paid tax, no reduction from value of gift allowed. 
Estelle May Affelder, 7 TC 1190 (1946). 
5 INT. REV. CODE § 810. 
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The Revenue Act of 1948, while adding complications, has created 
new avenues of tax savings for the married donor. The details and ex- 
ceptions will be considered later. Briefly a gift from a married person 
to a third person may, with the consent of the donor’s spouse, be regarded 
as being made one-half by the husband and one-half by the wife.* This 
results in an annual exclusion of $6,000 per person instead of $3,000" 
on gifts from a married couple to a third person, even though one spouse 
is the sole donor. Also benefit of the specific $30,000 exemption ® of 
both spouses—making a possible total of $60,000 in combined exemptions 
—as well as lower gift tax rates, can now be secured. Since bargain tax 
rates can be had on gifts by married persons to third persons, such gifts 
have a special appeal. Only one-half of the value of a gift (which does 
not fall within a disqualifying type) made by one spouse to another is 
considered in computing the gift tax. The intricate problems that con- 
front the estate planner today include that of determining what com- 
bination of types and amounts of gifts will provide the best bargain 
through the new possibilities, as well as the complexities, created by the 
gift and estate tax provisions of the Revenue Act of 1948. 

Likewise, possible state tax savings should not be ignored. Illinois 
and a number of other states levy no gift tax. Illinois has an inheritance 
tax with the exemptions and rates varying, depending upon the relation- 
ship of the beneficiary to the decedent as well as the amounts inherited.® 
For example, the exemption on a bequest or devise to a niece or nephew 
is only $500 and the rates range from 6% to 16%. Judicious giving 
will also result in savings on state death taxes. 


Where large amounts are transferred by gift, thought must be given 
to the loss of income for the remainder of the donor’s life on the principal 
used in payment of the gift tax. To some extent, this detracts from the 
benefits that follow the making of gifts. 


The greater the wealth of the donor, the larger the savings through 
prudent inter vivos gifts, but the more careful and thorough must be the 
required analysis. However, a point will ultimately be reached where 
additional gifts to a particular donee or donees will result in no further 
tax savings but, instead, tax donations will ensue. This varies in each 
case depending upon numerous factors. Among these are the marital 
status of the donor, his and his spouse’s wealth, their earnings, their 
future needs and prospects, and previous gifts made by each. Others 
are the intended donee or donees, their financial condition and earnings, 
their future prospects and needs, their relationship to the donor and 
spouse, and the type of gift or gifts involved. Additional factors to be 


*Id. § 1000(f). 

"Id. § 1003 (b) (3). 

* Id. § 1004 (a) (1). 

* ILL. REV. STAT., c. 120, §§ 375-403 (1947). 
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considered are what property will pass upon the death of the donor or his 
wife, and which spouse will survive the other. Generally a single person 
by making a greater total of gifts gains more in tax savings than a husband 
having the same wealth who has children and predeceases his wife. Thus 
each situation must be separately and carefully analyzed. 

Policies regarding the making of gifts must of necessity be affected 
by prospective tax legislation. However, predicting involves risks. 
Changes resulting from the Revenue Act of 1948 have made certain gifts 
previously made needless or tax-costly, such as gifts to spouses to save 
income taxes. Nevertheless, doing nothing also constitutes speculating. 
The failure to make gifts today may make future transfers more expen- 
sive. The increasing revenue demands of the government require addi- 
tional taxes. Proposals have been advanced to integrate the gift tax with 
the estate tax.1° The loss of revenue from married persons resulting 
from the 1948 amendments, as well as the fact that complexities have 
been created in connection with the gift and estate tax provisions, may 
encourage changes with a possible increase in tax costs. 


OBJECTIVE AND NATURE OF GIFT TAX 


Because a large number of persons were making inter vivos trans- 
fers to place themselves in lower income tax and estate tax brackets, the 
government to recoup some of the revenue lost passed a law taxing gifts.” 
The act applies to gifts made since June 6, 1932.12 A number of amend- 
ments have been added, but the most drastic is included in the Revenue 
Act of 1948. 

The tax is on the transfer of property by gift by an individual and is 
not a direct tax on property.'* All inter vivos transactions by which prop- 
erty or property rights or interests are gratuitously passed or conferred 
upon another, regardless of the means or device employed, constitute 
taxable gifts.** The tax applies whether the transfer is in trust or other- 
wise, whether the gift is direct or indirect, and whether the property is 


© See Federal Estate and Gift Taxes A Proposal For Integration and For Cor- 
relation With The Income Tax, Joint Study prepared by Advisory Committee to Treasury 
Department and others (1948). 

4H. R. REP. No. 708, 72d Cong., Ist Sess. 28 (1932), cited in footnote, Smith 
v. Shaughnessy, 318 U.S. 176, 179, 63 Sup. Ct. 545, 546 (1943). Previous gift tax 
under Revenue Act of 1924 repealed as of January 1, 1926, Revenue Act of 1926, § 1200, 
44 STAT. 126 (1926). 

* INT. REV. CODE §§ 1000(a) and 1001. 

* Id. § 1000(a); U.S. Treas. Reg. 108, § 86.1 (1943); Bromley vs. McCaughn, 
280 U.S. 124, 50 Sup. Ct. 46 (1929) (upheld constitutionality of 1924 Act). Regard- 
ing corporate gifts see U.S. Treas. Reg. 108, § 86.2(a) (1) (1943) and 2 PAUL, 
FEDERAL ESTATE AND GIFT TAXATION § 16.05, 1083 (1942). 

“U.S. Treas. Reg. 108, § 86.2(a) (1942). Regarding powers of appointment, 
see INT. REV. CODE § 1000(c); U.S. Treas. Reg. 108, § 86.2(b) (1943). 





3 





pa gl Se os 




















SMA ee 


Sees 








Ss rR a STS ali cece eae a 














INTER VIVOS TRANSFERS: GIFTS 2 





Spring ] 


real or personal, tangible or intangible.*° There is no tax until the gift 
is complete.*® Where property is transferred for less than full considera- 
tion in money or money’s worth, then the amount by which the value of 
the property exceeds the value of the consideration is a gift.*" 

The tax is based upon the value of the property at the date of the 
gift.1* A citizen or resident of the United States is subject to tax on all 
transfers by gift, whether the property be situated within or without 
the United States.** 


EXCLUSIONS 


The first $3,000 of any gift—other than gifts of future interests in 
property—made by the donor to any person during any calendar year is 
excluded in ascertaining the total amount of taxable gifts made by such 
donor for that year.” This permits the donor to give up to $3,000 per 
person during any calendar year to as many individuals as he desires with- 
out being required to report any such gifts. The double exclusion afforded 
married donors will be considered later. The obvious intention is to 
avoid the necessity of requiring every gift to be reported and to permit 
a limited latitude in the making of annual tax-free gifts to any donee. 


4 INT. REV. CODE § 1000(b). 

* U.S. Treas. Reg. 108, § 86.3 (1943). Gift by minor imperfect during minority. 
Commissioner v. Allen, 108 F.2d 9f' (C.C.A. 3rd 1939), cert. denied, 309 U.S. 680, 
60 Sup. Ct. 718 (1940). Gift of donor’s check incomplete until paid or negotiated 
for value. G.C.M. 16460, XV-1 CUM. BULL. 369 (1936). Enforceable promise to 
make future gifts not present taxable gift. John D. Archbold, 42 B.T.A. 453 (1940). 
No gift until delivery. Kate R. de Forest, 27 B.T.A. 373 (1932); Acq., XII-1 CUM. 
BULL. 4 (1933). Gift with reservation of power in donor to designate new beneficiaries 
but not beneficial to himself incomplete until relinquishment of power. Estate of Sanford 
v. Commissioner, 308 U.S. 39, 60 Sup. Ct. 51 (1939). Gift incomplete where donor 
reserves power to revest title in donor alone or in conjunction with any person not having 
a substantial adverse interest, Commissioner v. Prouty, 115 F.2d 331 (C.C.A. Ist 1940); 
but gift complete where right in third person alone, Herzog v. Commissioner, 116 F.2d 
591 (C.C.A. 2nd 1941). Retained reversionary interest does not make gift incomplete. 
Smith v. Shaughnessy, 318 U.S. 176, 63 Sup. Ct. 545 (1943). 

7 INT. REV. CODE § 1002; U.S. Treas. Reg. 108, § 86.8 (1943). Relinquish- 
ment of marital rights under antenuptial agreement, not adequate consideration. Merrill 
v. Fahs, 324 U.S. 308, 65 Sup. Ct. 655 (1945). Transfers made pursuant to ante- 
nuptial agreement and to compensate prospective wife for loss of income upon her remar- 
riage are gifts. Commissioner v. Wemyss, 324 U.S. 303, 65 Sup. Ct. 652 (1945). 
Release of inchoate dower, not sufficient consideration. Estate of Koert Bartman, 10 TC 
1073 (1948). Transfers in ordinary course of business, not gifts. Estate of Monroe 
D. Anderson, 8 TC 706 (1947); Acq., 1947-2 CUM. BULL. 1. Regarding post nuptial 
agreements, see Commissioner v. Converse, 163 F.2d 131 (C.C.A.2d 1947); Edward 
B. McLean, 11 TC No. 66 (1948); William B. Harding, 11 TC No. 124 (1948); 
Estate of Josephine S. Barnard, 9 TC 61 (1947), Non-Acq., 1947-2 CUM. BULL. 6; 
E.T. 19, 1946-2 CUM. BULL. 166; Clarissa H. Thomson, 6 TCM 822 (1947); 
Rudick, Marriage, Divorce and Taxes, 2 TAX L. REV. 123 (1946-1947). 

* INT. REV. CODE § 1005. 

U.S. Treas. Reg. 108, §§ 86.4 and 86.18 (1943). As to non-resident not a 
citizen, INT. REV. CODE § 1000(b); U.S. Treas. Reg. 108, §§ 86.4 and 86.18 (1943). 
* INT. REV. CODE § 1003(b) (3). 
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The exclusion was $4,000 for the calendar years 1939 to 1942, in- 
clusive;** and for gifts made prior to the year 1939, the exclusion was 
$5,000.” 

Under the present law the annual exclusion is granted even though 
the gift is in trust. Where the donor conveys property in trust for the 
benefit of numerous beneficiaries, he is entitled to a separate exclusion for 
each beneficiary.”* 

No exclusion is allowed on a gift of a future interest.** The Treasury 
Regulations define future interests as including reversions, remainders, and 
other interests or estates, whether vested or contingent, and whether or 
not supported by a particular interest or estate, which are limited to 
commence in use, possession, or enjoyment at some future time.”* The 
ordinary transfer of a note bearing no interest until maturity or of a life 
insurance policy does not establish a future interest, but a trust or other 
instrument of transfer may contain limitations creating future interests 
as in other transfers. The test hinges on whether possession or enjoy- 
ment is to commence presently or at a future date.2* Whether the donee 
has vested rights is immaterial.2” If the enjoyment is contingent upon 
the occurrence of future events, then a future interest exists.?* 


SPECIFIC EXEMPTIONS 


In addition to the annual exclusion previously discussed, each donor 
who is a citizen or resident of the United States is allowed a specific 
exemption of $30,000.27 He has the option of taking all or any part 
of the exemption in any calendar year. However, once the total has been 
used, no further exemption is permitted. The specific exemption was 
originally $50,000,®° but this was reduced to $40,000 for the years 1936 
to 1942, inclusive,** and the present exemption of $30,000 applies to 
years commencing with January 1, 1943.* 

Where the donor through error overvalued a gift and, as a result, 


“ INT. REV. CODE § 1003 (b) (2). 

™ Id. § 1003(b) (1). 

* Helvering v. Hutchings, 312 U.S. 393, 61 Sup. Ct. 653 (1941). No exclusion 
allowed on gifts in trust made between January 1, 1939, and December 31, 1942. INT. 
REV. CODE § 1003 (b) (2). 

* INT. REV. CODE § 1003 (b). 

* U.S. Treas. Reg. 108, § 86.11 (1943). 

* United States v. Pelzer, 312 U.S. 399, 61 Sup. Ct. 659 (1941); Ryerson v. 
United States, 312 U.S. 405, 61 Sup. Ct. 656 (1941). 
™ Wisotzkey v. Commissioner, 144 F.2d 632 (C.C.A. 3rd 1944). 

* Fondren v. Commissioner, 324 U.S. 18, 65 Sup. Ct. 499 (1945). 

* INT. REV. CODE § 1004(a) (1). 

* Revenue Act of 1932, § 505(a), 47 STAT. 247 (1932). 

= Revenue Act of 1935, § 301(b), 49 STAT. 1025 (1935). 

* Revenue Act of 1942, § 455, 56 STAT. 953 (1942). 
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exhausted her specific exemption, she was permitted to use the balance 
of the exemption that would have remained if the previous gift had been 
correctly valued.** 


CUMULATIVE BASIS FOR TAX 


The gift tax rates are applied on a cumulative basis,** based upon the 
total net gifts made after June 6, 1932, the date that the present gift tax 
law first became effective. To determine the tax for any one year, net 
gifts of preceding years must be considered. The tax for a calendar year 
is determined by ascertaining the tax at current rates on the total of all 
net gifts made after June 6, 1932, to the end of the calendar year in ques- 
tion; then by ascertaining the tax at current rates on the total of all net 
gifts made after June 6, 1932, to the beginning of the calendar year in- 
volved. The difference in the two tax figures constitutes the amount of 
tax for the year in question. The more taxable net gifts made in prior 
years, the greater will be the rate of tax on net gifts during the current 
and subsequent years. The annual exclusions applicable to gifts made in 
prior years still govern even though they differ from the present law. 

However, an adjustment will be necessary in determining the tax for 
the current year where the donor has utilized a specific exemption in 
excess of $30,000 based upon a prior law. Assume the donor has made 
net taxable gifts of $60,000 during the year 1948 and had made net 
taxable gifts from June 6, 1932, to December 31, 1947, aggregating 
$150,000, exhausting the specific exemption of $50,000 during the year 
1935. To determine the tax on the 1948 gifts, it is necessary to add 
$20,000 (the difference between that exemption of $50,000 and the 
present exemption of $30,000) to the net gifts made in prior years. This 
raises the net gifts for years prior to 1948 from $150,000 to $170,000, 
and the 1948 net gifts are taxable at the rate brackets that apply to gifts 
in excess of $170,000 and between $170,000 and $230,000. 


MARRIED DONORS 


The Revenue Act of 1948 has introduced a revolutionary concept 
concerning gifts in common law jurisdictions. In an effort to equalize 
the treatment of donors in common law states with those in community 
property areas, special treatment has been afforded married donors. The 
amendments are applicable to gifts made after April 2, 1948, the effec- 
tive date of the act.** 


* Katherine Schuhmacher v. Commissioner, 8 TC 453 (1947); Acq., 1947-1 
CuM. BULL. 4. 

* INT. REV. CODE § 1001. 
* Id. §§ 1000(f) (1) (A) and 1004 (a) (3). 
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The act limits the applicability of the prior 1942 amendments regard- 
ing community property to gifts made after the calendar year 1942 and 
before April 3, 1948.°° The effect is to make gifts of community prop- 
erty become gifts by the husband and wife in equal amounts in accord- 
ance with the ownership of such property in community property juris- 
dictions. This reinstates the rule existing before the 1942 amendments. 
The law was amended with the further objective of affording common 
law residents the opportunity of securing similar gift tax benefits. How- 
ever, some differences in tax treatment still prevail on gifts between spouses. 


GIFTS BY A SPOUSE TO THIRD PERSON 


A new sub-section has been added which provides that a gift by a 
husband or wife to any person other than the spouse may be regarded 
as being made one-half by each spouse.*”? If a married man makes a gift 
to his son, he has the option, with the consent of his wife, of having the 
gift for gift tax purposes considered as coming one-half from him and 
one-half from his wife. This right is optional. 

To secure the benefits of division, the following requirements must 
be met :** 

1. At the time of the gift, each spouse must be a citizen or resi- 
dent of the United States. 


2. The spouses must be married to each other at the time of 
the gift and must not remarry during the remainder of the 
calendar year. 


3. Consent of both spouses must cover all gifts made by either 
during the calendar year while married to each other and 
must be signified as provided in the statute and the 
regulations. 


4. The gift must not be of an interest in property if the donor 
spouse creates a power of appointment, as defined in Section 
1000 (c) of the Internal Revenue Code, in his spouse over 
such interest.*® 


If Paul and Julia marry March Ist, then the consent for such year 
can apply only to gifts made after the marriage. If they are divorced 
October Ist, then the consent is effective as to gifts made between March 
Ist and October Ist, provided neither remarries during the remainder of 
the calendar year. If either dies and the other remains unmarried for the 


* INT. REV. CODE § 1000(d). 

* Id. § 1000(f). 

* Id. § 1000(f) (1). 

® Discussed by a subsequent writer, Hubert L. Will. 
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remainder of the calendar year, effective consent can be signified by the 


~ surviving spouse and the administrator or executor of the decedent. 


If either Paul or Julia is a non-resident and not a citizen until April Ist, 
then gifts made prior to April Ist, even though after their wedding, cannot 
be included. 

The consent must be signified by both spouses and may be signified 
at any time after the close of the calendar year in which the gift was 
made, but it may not be signified after March 15th following the close 
of such year unless no return has been filed for such year by either spouse 
before that date.*° Where no return has been filed by March 15th, the 
consent may not be signified after a return for such year is filed by either 
spouse or after a notice of deficiency with respect to the tax for such year 
has been sent to either spouse. In view of the statutory language, doubt 
exists as to whether a consent signified before the close of the calendar 
year involved would be effective. Would a consent be valid which was 
signed during the year in question, pursuant to a divorce settlement, but 
not forwarded to the Collector of Internal Revenue until after the close 
of the year? A consent applies only to gifts for the calendar year involved. 
A new consent would be required for each year. A consent may be revoked 
by either spouse on or before March 15th following the close of the 
calendar year.“ 

If a consent is signified, each spouse is jointly and severally liable 
for the entire tax.‘ Thus a wife who consents may be compelled to 
make payment of the entire tax even though all of the gifts come out of 
the husband’s property. A consent regarding gifts made in a particular 
year is also effective in computing the gift tax for future years since such 
gifts enter into the base for determining the tax for subsequent years.* 

The splitting of gifts by a husband and wife to a third person offers 
numerous opportunities for tax savings. The annual exclusion per donee 
may be increased from $3,000 to $6,000. If neither spouse has used his 
or her specific exemption of $30,000, there is now available a combined 
exemption of $60,000. Very often the husband owns the bulk of the 
family property, and he has used all or most of his exemption while his 
wife’s exemption remains intact. He may wisely adopt a long-range policy 
of making gifts to his children and grandchildren, and after securing 
the benefit of the combined annual exclusions, he may have one-half the 
value taken out of his highest gift tax brackets and placed within his wife’s 
specific exemption or lower gift tax rates. By annual small gifts coming 
entirely within the exclusions, one donee may receive $30,000 in five 
years. However, the donor should not overly deplete his estate by gifts to 


“INT. REV. CODE § 1000(f) (2). 

“ Id. § 1000(f) (3). 

“ Id. § 1000(f) (4). 

“ SEN. REP. No. 1013, pt. 2, 80th Cong., 2d Sess. 33 (1948). 
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others than his spouse, when his wife will be his chief death beneficiary 
bceause too great a diminution in the amount of the marital deduction * 

Since the gifts must be made during marriage, the making of inter 
vivos gifts to third persons will be encouraged before either spouse dies. 
Delay may mean a tax donation through a reduction of the annual ex- 
clusion, loss of all or part of a specific exemption, or higher gift tax 
rates. Of course, if the widow or widower remarries, the splitting is 
again permitted. 


GIFTS BETWEEN SPOUSES 


Gifts between spouses involving non-community property secure 
the benefit of a new deduction, a marital deduction. Provisions for this 
have been added to the section *® of the Internal Revenue Code covering 
deductions in determining net gifts. Where the donor transfers by gift 
an interest in non-community property to a donee, who at the time of 
the gift is the donor's spouse, a deduction equal to one-half of its value 
is allowed unless the interest comes within one of the statutory excep- 
tions. Thus if a husband transfers property valued at $100,000 to his 
wife, he is permitted a marital deduction of $50,000. This gift tax 
marital deduction corresponds to the estate tax marital deduction, and 
the provisions of the law covering it are intended to be construed in the 
same manner as the corresponding estate tax provisions.*® The donor must 
be a citizen or resident of the United States. —The donee spouse need not be 
either a citizen or a resident.‘ 

Difficulties arise in transfers between spouses because the gift tax is 
ascertained upon the basis of property ownership by a particular spouse. In 
determining the income tax under a joint return, the ownership of the 
income between the spouses is immaterial. In ascertaining the gift tax on 
a transfer by a married donor to a third person (where the spouses elect 
to have the gift regarded as coming one-half from each), ownership of 
the property between the husband and wife is likewise irrelevant. In the 
latter two situations,the same rule is readily applicable to common law 
and community property jurisdictions and complications are avoided. 

On a transfer between spouses, property ownership remains pertinent 
in determining the gift tax. Where community property is involved, even 
though the husband is the entire contributor, the wife acquires her one- 
half interest by virtue of the local law. She receives her property 
interest without the payment of any gift tax. In a common law state 


“ Marital deduction limited to 50% of the adjusted gross estate. INT. REV. CODE 
§ 812(e) (1) (H). 
allowed under the estate tax may result in total heavier taxes. 

“INT. REV. CODE § 1004 (a) (3). 

“ SEN. REP. No. 1013, pt. 2, 80th Cong., 2d Sess. 29 (1948). 
* Id. at 30. 
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q for a husband to transfer any interest to his wife, he must give her 
: ~ property which he owns under local law and must pay a gift tax based 
upon at least one-half of its value. Since property ownership is the test 
for taxability, two diverse sets of statutory provisions are required, one 


common law juris- 


dictions. The efforts to secure equality in tax treatment based upon 
variant property ownership rules result in complications, with complete 


In an effort to secure equality, the marital deduction is allowed in 
connection with non-community property. However, to avoid new dis- 
parties that would arise if the marital deduction was permitted on all 
gifts of non-community property between spouses, exceptions have been 
added covering gifts that will fail to qualify for the marital deduction. 
For example, the gift or devise by a husband of a life estate to his wife 


popularity in com- 
in the wife’s estate 


upon her death. The same opportunity to avoid estate taxes upon the 


property. To pre- 


vent this and similar inequalities that would otherwise arise, complex 


Many of the problems arise in connection with trusts and powers 


writer.*® However, 
terminable interests 


that are not necessarily applicable to trusts and do not involve powers of 


A gift that will not qualify for the marital deduction is the transfer 
of a life estate or other terminable interest to a spouse in property where 
the donor retains an interest or transfers an interest in the same property 


transfer, the donor 
such property after 
the donee spouse.*® 


To secure the benefit of the marital deduction, the acquired interest of the 
donee spouse must be such that the property will become part of the 
donee’s taxable estate upon her death unless the donee dissipates or trans- 


In the following examples, since Paul, the donor spouse, retains an 
interest in the property which he may possess or enjoy upon the termina- 
tion of the interest of his wife, Julia, no marital deduction will be allowed 


for the gift to her: 


1. Paul gives his wife, Julia, a life estate or a leasehold for years 


in a farm and retains the reversion. 


“ Hubert L. Will. 
“INT. REV. CODE § 1004 (a) (3) (B). 
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2. Paul purchases an annuity contract with payments to his 
wife, Julia, for life, with refund to him if the aggregate pay- 
ments made to Julia are less than the contract cost. 

3. Paul purchases an annuity contract with payments to his 
wife, Julia, and to him, for their joint lives and then to 
the survivor for life. 

4. Paul conveys a farm to his son, Don, for life, with remain- 
der to Paul’s wife, Julia, provided she survives Don, but if 
Julia predeceases Don, then the farm shall revert to Paul or 
his heirs. 


In the situations enumerated below, because Paul has given another 
donee an interest in the property which such donee may possess or enjoy 
upon the termination of the interest of Julia, Paul’s wife, the marital 
deduction will not be allowed: 


1. Paul gives his wife, Julia, a life estate or a leasehold for years 
in a farm or other property and makes a gift of the remainder 
to their son, Don. It is immaterial whether Don acquires his 
interest before or after or at the same time that Julia acquires 
hers. 

2. Paul purchases an annuity providing for payments to his 
wife, Julia, for life, with payments to their son, Don, if the 
aggregate payments made to Julia are less than the contract 
cost. 

3. Paul purchases an annuity payable to his wife, Julia, and 
their son, Don, for their joint lives and then to the survivor 
for life. 

4. Paul transfers the farm to his son, Don, for life, with re- 
mainder to Paul’s wife, Julia, provided she survives Don; 
but if Julia predeceases Don, the farm shall go to their daugh- 
ter, Verna, and her heirs in fee. 

5. Paul makes a gift to his wife, Julia, and their son, Don, of 
the farm as joint tenants with the right of survivorship or 
creates a joint tenancy between Julia, Don, and himself.®° 


Based upon the statute," the gift by Paul to his wife, Julia, and 
their son, Don, of the farm as joint tenants will not qualify for the marital 
deduction since Don may acquire the fee if he survives his mother. How- 
ever, this exception appears to be of dubious value. Julia has the right 
to sever the tenancy and convey her interest to a third person. Also upon 
Julia’s death, one-half of the value of the property will be included in 


© SEN.REP. No. 1013, pt. 2, 80th Cong., 2d Sess. 32 (1948). 
"INT. REV. CODE § 1004(a) (3) (B). 
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her estate. What is to prevent Julia and Don from creating their own 
joint tenancy although the conveyance by Paul is made to them as tenants 
in common so that Paul may have the gift to Julia qualify for the marital 
deduction? The subsequent creation by Julia and Don of their own joint 
tenancy would involve no gift tax payment by either of them since each 
is already an owner of one-half of the property. Would this double 
transfer be regarded as one conveyance so that the marital deduction would 
be disallowed to the husband, Paul? 

The following gifts by Paul to his wife, Julia, will qualify for the 
marital deduction: 


1. Paul transfers to his wife, Julia, a ten-year leasehold in the 
farm which constitutes the entire interest that he ever had 
in the property. 

2. Paul sells the farm he owned in fee for full consideration 
in money’s worth, reserving to himself an estate for years 
or for life. He makes a gift to his wife, Julia, of his reserved 
interest. 


3. Paul conveys a life estate in the farm to his son, Don, and 
the remainder to Paul’s wife, Julia, in fee. 


4. Paul makes a gift to his wife, Julia, and their son, Don, of 
the farm in fee as tenants.in common. 


5. Paul purchases an annuity for Julia to terminate upon her 
death or with any remainder payable to her estate. 


The annuity to Paul’s wife, Julia, that secures the benefit of the 
marital deduction enables the donor to avoid the disqualifying effects of 
a transfer to the wife for life and remainder in fee to the children and at 
the same time, permit’ securing some similar economic benefits. Paul can 
now give his wife, Julia, her life estate in the form of an annuity and 
transfer other property to their children outright or in trust. The argu- 
ment has been advanced that advantages exist in the use of a trust with only 
a life estate in the wife since she is protected from loss through her lack of 
business experience and the estate is preserved for the donor’s children. An 
annuity will afford similar protection with the advantages or disadvantages 
that result from a fixed return. Gifts of annuities from a husband to a 
wife may become increasingly attractive. Also annuities may be used 
to secure a guaranteed return to spouses if either or both desire to make 
large transfers of property to their children. 

Will Julia’s interest in an annuity purchased by Paul, payable to 
himself for his life and then to his wife, Julia, for her life if she survives 
him, qualify for the marital deduction? The Senate Report states that 


5 SEN. REP. No. 1013, pt. 2, 80th Cong., 2d Sess. 30-31 (1948). 
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it will not qualify because the donor may, if he survives his spouse, pos- 
sess Or enjoy his retained interest after the failure of her interest. How- 
ever, Julia can come into possession or enjoyment only after Paul’s interest 
has terminated, and he does not come into possession or enjoyment as 
a result of her death. He acquires nothing as a result of the failure of her 
interest. In spite of the gift, upon his death the value of the annuity to 
her will be included in his gross estate and will qualify for the estate tax 
marital deduction in determining the federal estate tax.5* While this gift 
is not taxable in her estate, neither is any annuity for her life. The gift 
to her actually does not differ from an annuity purchased by Paul pay- 
able to his wife alone for her life commencing with his death, which would 
be taxable in his gross estate as being in the nature of insurance. The cost 
to Paul would qualify for the gift tax marital deduction and the value 
upon his death would qualify for the estate tax marital deduction. Also 
by purchasing ordinary life insurance and retaining the incidents of owner- 
ship with the proceeds payable to his wife for life, Paul can avoid a gift 
tax entirely. In spite of this, the Senate Report construction appears to 
represent the law. As a result, neither will the interest of Paul’s wife, 
Julia, in an annuity contract purchased by him, payable to his son, Don, 
for life and then to Paul’s wife, Julia, for her life if she survives 
Don, qualify for the marital deduction. 

The creation of joint tenancies between spouses will be discussed 
later. The gift to the spouse is expressly permitted to qualify for the 
marital deduction. 

The marital deduction is based upon the amount of the gift without 
any deduction for the annual exclusion. If Paul makes a gift to his wife, 
Julia, of $8,000—his sole gift during the year to her—the marital deduc- 
tion is $4,000, even though the included amount of the gift is $5,000 
($8,000 less the annual exclusion of $3,000). The difference between 
$5,000 and $4,000 leaves $1,000 which is the amount subject to tax 
or applicable against Paul’s specific exemption. To cover gifts under 
$6,000, a technical amendment °° has been added which provides that the 
marital deduction is limited to the extent that the gifts as to which the 
deduction is taken are included in the amount of gifts against which the 
deduction is applied. If a husband makes total gifts to his wife during a 
calendar year of $5,000, after deduction of the annual exclusion, $2,000 
remains. The amount of the marital deduction is limited to $2,000 instead 
of $2,500 because $2,000 is the amount that would be included in total 
gifts and nothing remains subject to tax. If the gift is of a future interest, 
or the annual exclusion is otherwise applied, then the marital deduction 
would be $2,500. 


% SEN. REP. No. 1013, pt. 2, 80th Cong., 2d Sess. 12-13 (1948). 
“INT. REV. CODE § 1004(a) (3) (D). 
* Id. § 1004(c). 
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Community property will not secure the benefit of the marital deduc- 
tion where only one-half of the value is treated as the amount of the gift.®* 

Since transfers between spouses are no longer necessary to secure 
income tax savings, they will not be encouraged. However, where the 
spouses have no children or the wife has little or no property, it may be 
advisable for the husband to transfer some of his property to his wife so 
as to secure the benefit of his specific exemption and the annual exclusions. 
Where the husband has never used any portion of his exemption, he may 
give his wife up to $66,000 during the first year without incurring any 
gift tax. Further, if the wife predeceases her husband without having 
received any inter vivos gifts from him and, as a result, leaves little or 
nothing to their children, upon his death as a widower, his estate will 
carry a heavier estate tax burden. 

To qualify for the marital deduction, the parties must be married 
to each other at the time of the gift. Thus gifts that might otherwise 
be made prior to the wedding or after the union has been dissolved 
should be timed to occur while the marriage is in existence. Payments 
made pursuant to an antenuptial agreement legally enforceable under 
Florida law have been held to be gifts.°7 The transfers were made after 
the wedding. Will these secure the benefit of the marital deduction? 
While they appear to qualify, a definite answer had better await further 
interpretation of the law. 

If a husband and wife file a joint income tax return, the payment 
by one spouse of all or part of the income tax liability is not treated as 
a taxable gift.** The same rule would be applicable to payment of the 
gift tax by one spouse where consent has been signified to treat gifts made 
to third persons as coming one-half from each."® The tax-free gifts thus 
afforded may be used to advantage. 


INCOME TAX BASIS TO DONEE ON SALE 


When planning a gift of property, the donor should consider its 
basis for ascertaining income tax liability in the event of sale. If property 
is acquired by gift after December 31, 1920,°° for the purpose of deter- 
mining gain, the basis is the same as it would be in the hands of the 
donor or the last preceding owner who did not acquire it by gift. In 


Id. § 1004(a) (3) (F) (Also covers other provisions regarding community 
property). 

* Merrill v. Fahs, 324 U.S. 308, 65 Sup. Cr. 655 (1945). 

SE.T. 21, 1948 INT. REV. BULL. No. 20 at 10 (1948). 

® SEN. REP. No. 1013, pt. 2, 80th Cong., 2d Sess. 35 (1948). 

“INT. REV. CODE § 113 (a) (2); U.S. Treas. Reg. 111, § 29.113 (a) (2)-1 (b) 
(1943). Not followed as to gift pursuant to antenuptial agreement. Farid-Es-Sultaneh 
vy. Commissioner, 160 F.2d 812 (C.C.A. 2d 1947). 
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the event of loss, the basis is the same, unless the fair market value of 
the property at the time of the gift is lower, in which event such fair 
market value constitutes the basis. For this reason property that has 
depreciated in value should not constitute the subject matter of a gift. 
Property which has enhanced in value may be used if the donee is in lower 
income tax brackets. If the recipient requires cash, he may sell the prop- 
erty and pay the income tax on the gain. If the donor sold the property 
and then made a gift of the proceeds, he would be required to pay the tax. 
However, if the donor keeps appreciated property until his death, the 
property will acquire as its income tax basis in the hands of the death 
beneficiary the increased estate tax value,** provided the property itself 
does not represent income.*? From this point of view, there may be tax 
disadvantages in making gifts of property that have greatly enhanced in 
value. A wise choice for a gift is property that is expected to appreciate 
in worth in the future but after the donor’s decease. 

However, the Bureau made a recent ruling that where a livestock 
raiser made a bona fide gift to his son of cattle raised by the father for 
the production of income, the fair market value of such cattle at the time 
of the gift was taxable income to the father.** The son was permitted to 
use as his income tax basis on a subsequent sale of the cattle the fair market 
value at the time of the gift, but the gain to him was taxable as ordinary 
income. The ruling is based on the fact that the father raised the cattle 
for the production of income and for sale in his ordinary course of busi- 
ness. The Bureau has ruled similarly in connection with charitable gifts. 
If this ruling is upheld, the making of gifts of such property will result 
in taxable income as well as giit tax liability to the donor. While the 
correctness of the ruling is open to question, until it is reversed, one should 
be wary of gifts of such property. But even if the ruling is sustained, no 
reason exists why it should be applicable to gifts of income producing 
property itself. 


TRANSFERS IN CONTEMPLATION OF DEATH 


Upon the death of a person who has made inter vivos gifts, there 
is a lurking danger that the government may contend that the transfers 
were made in contemplation of death and subject to federal estate tax 
in the donor's estate. That the gift is complete with no rights retained 


“INT. REV. CODE § 113 (a) (5). 

@ Id. § 126. 

*1.T. 3932, 1948 INT. REV. BULL. No. 26 at 2 (1948). See Helvering v. Horst, 
311 U.S. 112, 61 Sup. Ct. 144 (1940) (collections on gifts of interest coupons remained 
taxable income to donor where donor retained the bonds). 

*1.T. 3910, 1948 INT. REV. BULL. No. 13 at 2 (1948). See subsequent dis- 
cussion regarding charitable gifts. 
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by the donor and will be part of the donee’s taxable estate, if still owned 
by him upon his death, is immaterial. 

The Internal Revenue Code™ provides for the inclusion in the 
decedent’s gross estate of any transfers made by him at any time in con- 
templation of his death, except in the case of a bona fide sale for full con- 
sideration in money’s worth. 

The test hinges on the motive which induced the transfer. A lead- 
ing case frequently cited is United States v. Wells.°* The issue was whether 
certain gifts by the decedent to his children, with one gift also including 
his wife as donee, when he was past seventy years of age, should be 
included in his gross estate as having been made in contemplation of death. 
The decedent had been making large gifts to his children over a period of 
about twenty years. The court held that since the gifts in question were 
part of a long-range policy of making liberal gifts to his children and 
associated with life, the transfers were not made in contemplation of death. 
The court mentioned that the intent was to reach substitutes for testa- 
menary dispositions and to prevent evasion of the estate tax. It added that 
it is the thought of death, as a controlling motive prompting the disposition 
of the property, that affords the test. The reference is not to the general 
expectation of death which all entertain. 

The question may be raised whether gifts made as part of planning 
one’s estate are necessarily in contemplation of death. As previously indi- 
cated, estate planning is considerably broader and much more inclusive 
than planning for one’s death. It includes, as well, lifetime planning. Many 
gifts involve no intent to avoid estate taxes. Also if the motives behind 
the gifts are primarily those connected with life, the fact that the donor 
may realize that he also saves on estate taxes should not brand them as 
being in contemplation of death. The United States Supreme Court has 
stated that the mere purpose to make provision for children after a donor's 
death is not enough conclusively to establish that action to that end was 
“in contemplation of death.”’ ** But the Tax Court has held that where 
the dominant motive in creating a trust for an incompetent son was to 
supply funds for the son’s needs after the donor's death, the gift was 
in contemplation of death. 

In Allen v. Trust Company of Georgia,® the decedent created trusts 
in 1925 for the benefit of his children to protect them against their own 


* INT. REV. CODE § 811 (c). 

* 283 U.S. 102, 51 Sup. Ct. 446 (1931). 

* Colorado National Bank v. Commissioner, 305 U.S. 23, 59 Sup. Ct. 48 (1938). 

® Estate of James E. Frizzell, 9 TC 979 (1947), aff'd on rehearing, 11 TC No. 
69 (1948). But cf. Estate of Ernest Hinds, 11 TC 314 (1948). 

© 326 U.S. 630, 66 Sup. Ct. 389 (1946). In view of this as well as other 
decisions, U. S. Treas. Reg. 105 § 81.16 (1942), as amended in 1940, is too inclu- 
sive in describing gifts in contemplation of death. See Pavenstedt, Taxation of Transfers 
in Contemplation of Death: A Proposal for Abolition, 54 YALE L. J. 70 (1944). 
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business misadventures. In 1937 upon learning that a power retained 
by the grantor to amend with the consent of the trustee and beneficiaries 
would require the inclusion of such trusts in his gross estate at his death, 
he released the power to amend in order to carry out his original purpose 
of having the donated property freed from all claims, tax or otherwise. 
The court held the gifts not to have been made in contemplation of death. 
The court stated that a transfer is made in contemplation of death if the 
thought of death is the “‘impelling cause of the transfer’’ and that every 
man making a gift knows that what he gives away today will not be 
included in his estate when he dies and that all such gifts are not made 
in contemplation of death. His desire to make adequate provision for his 
children remained the dominant motive. What is the “dominant, con- 
trolling, or impelling motive’’ is a question of fact in each case. 

The following motives have been held to be associated with life: to 
make children independent,”° to save on income taxes," to escape the 
burdens incident to the management of the properties transferred,”? to 
enable the donor to speculate upon the stock market without fear that 
the part of his fortune transferred might be lost,”* to insure a grand- 
daughter’s adequate care and make her more eligible for marriage,"* to 
make Christmas gifts in accordance with long-established practice,”*> to 
rid donor of financial cares and worries,” to equalize gifts to children,” 
and to train sons and have them take over a business.”* Since the passage 
of the Revenue Act of 1948, saving of income taxes may not be a per- 
suasive argument regarding a gift to a spouse. A generous decedent who 
has been making gifts over a long period of time is more likely to have 
his gifts held to have been made with motives associated with life than 
a parsimonious decedent who hoarded his money until shortly before death. 

Where the controlling and dominant purpose was to escape estate 
taxes, the gift was held to have been made in contemplation of death."* 
The fact that decedent made his will about the same time that he made his 


® Becker v. St. Louis Union Trust Co., 296 U.S. 48, 56 Sup. Ct. 78 (1935). 

™ Ibid. 

™ Estate of Oliver Johnson, 10 TC 680 (1948). 

™ Colorado National Bank v. Commissioner, 305 U.S. 23, 59 Sup. Ct. 48 (1938). 
Similar holding as to gifts to compensate wife for stock market losses from following 
decedents’ advice. Estate of Charles J. Rosebault, 12 TC No. 1 (1949). 

™ Estate of Augusta D. Moyse Schmucker, 10 TC 1209 (1948); Acq., 1948 
INT. REV. BULL. No. 21 at 1 (1948). 

™ Black v. United States, 68 F. Supp. 74 (N.D. Ohio 1946) aff’d., 164 F.2d 96 
(C.C.A. 6th 1947). 

™ Estate of Frank F. Tillotson, 44 B.T.A. 644 (1941). 

™ Estate of Henry Monroe Springer, 45 B.T.A. 561 (1941). 

8 Estate of Herbert G. Lowe, 38 B.T.A. 117 (1938). 

™ Estate of Edwin W. Rickenberg, 11 TC 1 (1948). See also Farmers Loan 8 
Trust Co. v. Bowers, 98 F.2d 794 (C.C.A. 2d 1938), cert. denied, 306 U.S. 648, 
59 Sup. Ct. 589 (1939); but cf. Denniston v. Commissioner, 106 F.2d 925 (C.C.A. 
3rd 1939). 
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gifts will tend to show that the transfers were made in contemplation of 
death.*° They may be regarded as a single transaction in connection with 
the disposition of decedent’s property. If the donor in making transfers 
had provisions of his will in mind, this will tend to show the transfers 
to have been in contemplation of death.*t Where the donees receive in- 
terests in gifts in the same proportions and under substantially the same 
terms that they will take as beneficiaries under the donor’s will, this will 
be regarded as a testamentary disposition.* 

In order to determine the impelling motive, the age and physical 
condition of the decedent are relevant. The age of the decedent is not 
conclusive, although the younger he was at the time of the gift, the stronger 
is the taxpayer’s case. A testator who was ninety years old when he made 
his gift but was in extraordinarily good health, was held not to have 
made a gift in contemplation of death.** In order to demonstrate his 
agility, on one occasion he jumped into the air and clicked his heels to- 
gether two or three times before descending to the floor. The health and 
physical condition of the testator are very important.** However, if the 
testator believes he is in good health although actually fatally ill, then 
the fact of the illness is not conclusive.*® 

The size of the transfer is relevant but not always decisive. The 
larger the gift in relation to the decedent’s estate, the more likely it will 
be questioned and possibly regarded as a substitute for testamentary dis- 
position. However, the United States Supreme Court * has held that a 
transfer of $800,000 by an eighty-year old decedent in good health was 
not in contemplation of death. Upon his death he left an estate of 
$900,000. 

The statute *’ provides that a transfer by the decedent of a material 
part of his property in the nature of a final disposition made within two 
years prior to his death shall, unless shown to the contrary, be deemed 
to have been made in contemplation of death. The two-year rebuttable 
presumption is not as significant as a reading of the statute might lead 
one to believe. After the matter has come to court, the obstacles to be 
overcome by the taxpayer are usually about the same as in the case of a 
gift over two years old. However, if a transfer is made within two years 
of death, the government will be more likely to raise an issue about such 


© Igleheart v. Commissioner, 77 F.2d 704 (C.C.A. 5th 1935); O’Neal’s Estate v. 
Commissioner, 170 F.2d 217 (C.C.A. 5th 1948); cf. Estate of Schmucker, see note 74 
supra. 

= Koch v. Commissioner, 146 F.2d 259 (C.C.A. 9th 1944). 

See Estate of Alice B. Davis, 1 TCM 476 (1943). 

® Estate of Oliver Johnson, 10 TC 680 (1948). 

* Flack v. Holtegel, 93 F.2d 512 (C.C.A. 7th 1937); Buckminster’s Estate v. 
Commissioner, 147 F.2d 331 (C.C.A. 2d 1944). 
® Blakeslee v. Smith, 110 F.2d 364 (C.C.A. 2d 1940). 
® Colorado National Bank v. Commissioner, 305 U.S. 23, 59 Sup. Ct. 48 (1938). 
INT. REV. CODE § 811 (c). 
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transfer. Also closeness of the date of the gift to the date of death will 
be one of the factors in ascertaining the motive for the gift and in a 
close case may affect the decision.®* 

Since the question as to whether a gift is in contemplation of death 
is one of fact, each case must be considered individually, and a decision 
on the facts governs. This has resulted in considerable litigation with the 
government being a frequent loser. 

The decedent who acts in good faith and gives no thought or con- 
sideration to death may leave little or no evidence to support his executor’s 
position that the gift was not made in contemplation of death. Where 
a gift is made, not in contemplation of death, but under such circum- 
stances that the government later might argue otherwise, all pertinent 
evidence concerning the donor’s personal, social, and business activities, his 
state of health, his financial position, the donee’s financial condition, and 
the donor’s motives for the gift should be preserved. The donor’s relevant 
correspondence and papers should be saved. 


STATE DEATH TAX 


Illinois subjects a gift made in contemplation of death to an inheri- 
tance tax based upon the value at the time of death and provides that 
every transfer within two years prior to death without an adequate valu- 
able consideration in money or money’s worth shall, prima facie, be 
deemed to have been made in contemplation of death. 


CONSEQUENCES OF GIFT BEING HELD IN 


CONTEMPLATION OF DEATH 

® 

Assume that a gift is held to be in contemplation of death and is 
subject to death taxes. When the gift was made, a federal gift tax was 
payable based upon the value of the property at the date of the gift which, 
subject to limitations, will be allowed as a credit against the estate tax. 
If a husband makes a gift to his children in contemplation of death, even 
though he may pay a gift tax on only one-half because the gift is treated 
as having been made by both spouses, the entire value will be included 
in his gross estate in determining the amount of estate tax upon his death. 
His estate will receive credit, subject to limitations, for the gift tax paid 
by both spouses. 


* See Bassett’s Estate v. Commissioner, 170 F.2d 916 (C.C.A. 2d 1948), where 
numerous small gifts were involved. 
* ILL. REV. STAT., c. 120, § 375 (3) (1947). 
* INT. REV. CODE §§ 813(a) and 936(b). 
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When the property is included in the gross estate for purposes of 
the federal estate tax, the valuation date is the same as that of all other 
property included in the gross estate, which is the date of death or the 
subsequent optional valuation date.** The value at the time of the gift 
may not be the same as the valuation for the estate tax. The discrepancy 
conceivably could be very large. The consequence of changes in valua- 
tion should be borne in mind whenever a gift that might be held to be 
in contemplation of death is considered. Also what effect, if any, will 
subsequent transfers or exchanges by the donee have on the determination.” 

Situations exist where the position of the estate may be improved even 
though the gift is held to be a transfer in contemplation of death. If the 
estate is very large, there may be definite tax savings. Suppose Paul, a 
widower, makes a large gift in contemplation of death. When he dies 
his taxable estate will be reduced by the amount of the gift tax on the 
transfer and the estate will receive a gift tax credit. Thus a gift made by 
an affluent person in poor health, shortly before his demise, may result 
in total tax savings. Because of the estate tax marital deduction and the 
limitations on the gift tax credit, such transfer by a married person to a 
spouse may not prove tax-wise. 

Another advantage in making gifts, even though they are held to 
be in contemplation of death, is a division of the income immediately for 
income tax purposes. The income on the gift is not included in the gross 
estate; only the corpus is so included.®* 

Even though the gift is held to be in contemplation of death and 
an estate tax is paid, based upon the value of the property at the time of 
death, in the event of sale by the donee the basis for gain or loss for income 
tax purposes is the same as in the case of any other inter vivos gift.* 


’ CHARITABLE GIFTS 


In determining the gift tax, a deduction is allowed to a citizen or resi- 
dent from the total gifts made during the year for the amount of all char- 
itable, public, and similar tax free gifts, as defined by the statute.** For 
income tax purposes, an individual is permitted a deduction for charitable 
and like contributions in an amount not to exceed 15% of his adjusted 
gross income, provided the taxpayer does not elect to take the optional 


“Id. § 811; U.S. Treas. Reg. 105, §$ 81.10 and 81.15 (1942); Estate of 
Frizzell, 9 TC 979 (1947); Milliken v. United States, 283 U.S. 15, 51 Sup. Ct. 324 
(1931). 

*8 See MONTGOMERY, FEDERAL TAXES ON ESTATES, TRUSTS AND GIFTS 1946- 
1947 530. 

“ Estate of Frizzell, 9 TC 979 (1947). 

* Wurlitzer v. Helvering, 81 F.2d. 928 (C.C.A. 6th 1936); Rose M. Everett, 
4 TCM 454 (1945). 

* INT. REV. CODE § 1004(a) (2). 
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standard deduction.** Where a joint return is filed, this would be 15% 
of the aggregate adjusted gross income of both spouses based upon their 
return.*’ Donations of citizens or residents that qualify in connection 
with the income tax will also meet the gift tax deduction requirements, 
but the converse is not always true. For income tax purposes the charitable 
organization must be created or organized in the United States or its pos- 
sessions. No such requisite exists regarding the gift tax. 

If the contribution to charity is in property other than cash, the 
amount of the income tax deduction is its fair market value at the time 
of the gift.** Hence, a charitable donation in the form of property that 
has appreciated in value is preferable to cash. If the donor retained and 
sold the property and gave the proceeds to charity, he would be required 
to pay a tax on the gain. If he transfers the property itself to the charity, 
no income tax will be payable on the gain, provided such gain is not 
within the purview of the subsequent paragraph. Obviously he should 
avoid contributions of property which have decreased in value as there will 
be no opportunity to secure the benefit of the loss. 

The Bureau has issued a ruling * that where a farmer contributed 
to charity agricultural products—here wheat—traised by him on his farm, 
he would be required to include their fair market value in his gross income. 
He was permitted a deduction for the value of the wheat as a charitable 
contribution and was allowed to show as expenses the cost of raising it. 
The Bureau stated that the products of a farm are, from the beginning, in the 
nature of income. It cited as an authority a United States Supreme Court 
holding *°° that where a father made a gift to his son of interest coupons 
shortly before their due date with the father retaining the bonds, 
the subsequent payment of such interest coupons was income to the 
parent. It argued also that it would not appear proper to allow a tax- 
payer a deduction for the expenses of producing income and permit him 
to exclude such income from gross income and at the same time, use it 
to secure the benefit of a charitable contribution. An answer to this is 
merely to disallow the expense deduction instead of requiring the income 
to be included. Suppose a businessman makes a gift of an item from his 
inventory sold by him in the ordinary course of business. Will there be 
an attempt to apply a similar rule? This is possible. Until the entire 
matter is clarified, the safest contribution of property will be income- 
producing property itself or other property not sold in the taxpayer's 
regular business or not produced or acquired by him for sale. 


* INT. REV. CODE § 23 (0) and (aa). Regarding certain individuals securing full 
deduction, see id. § 120. Regarding corporations, see id. §§ 23(q) and 102(d) (1) (B) 
and 505 (a) (2). 

U.S. Treas. Reg. 111, § 29.23 (0)-1 (1943). 

* Ibid. 

© 1.T. 3910, 1948 INT. REV. BULL. No. 13 at 2 (1948). 

* Helvering v. Horst, 311 U.S. 112, 61 Sup. Ct. 144 (1940). 
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A contribution to be deductible from income must actually be paid 
during the taxable year. Thus delivery of the taxpayer's uncertified 
check would not constitute payment.’ The Bureau has ruled that where 
a taxpayer permitted a charitable organization to use certain property 
without payment of rent, the value of its use cannot be deducted as a 
contribution to charity.1°? 

A form of charity that may appeal to certain donors is making con- 
tributions to a charitable organization and, in return, securing its promise 
to pay an annuity to the donor or to someone close to him. The com- 
muted value of the annuity must be deducted in determining the amount 
of the exempted gift;?°* and if the annuity is in favor of a third person, 
its value will be subject to gift tax. The contribution may be in the form 
of appreciated property. If the charitable contribution exceeds the donor’s 
allowable deduction for income tax purposes for the taxable year, the 
donor may arrange to make his contribution over two or more years by 
reducing the contribution for the first year through taking back a mort- 
gage or serial notes of the charitable organization. As the notes are 
cancelled or the mortgage satisfied by the taxpayer, they will constitute 
charitable contributions.?™ 

Charitable foundations, which may take the form of non-profit 
corporations or charitable trusts, are effective mechanisms for securing 
the maximum benefit of charitable donations. The directors or trustees 
may be the donor and his immediate family or others close to him. 
Although the donor may make his contributions annually to the extent 
of 15% of his adjusted gross income, the charity may postpone making 
disbursements to later years, with the beneficiaries being then determined. 
All members of a family may contribute to the same foundation. This 
mechanism may be used to avoid losing control of a closely-held cor- 
poration by avoiding .a forced sale of its stock to pay heavy death taxes. 
Each donor may make annual contributions in the form of shares of stock. 
Additional shares may be bequeathed tax free. 

The marital deduction allowed against the gross estate of a decedent 
in determining the estate tax, unfortunately, may result in discouraging 
inter vivos charitable gifts by married persons and encouraging testa- 
mentary gifts to charity, especially where they exceed the amount of 
the permissible deduction for income tax purposes. The marital deduc- 
tion in determining the estate tax may not exceed one-half of the ad- 
justed gross estate.°> The larger the charitable gifts passing at death, the 
greater will be the adjusted gross estate, and, consequently, the larger will 


12 Estate of John F. Dodge, 13 B.T.A. 201 (1928). 

12 1.T. 3918, 1948 INT. REV. BULL. No. 17 at 4 (1948). 
1 Anna L. Raymond, 40 B.T.A. 244 (1939). 

%* Andrus v. Burnet, 50 F.2d 332 (App. D.C. 1931). 

16 INT. REV. CODE § 812(e) (1) (H). 
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be the amount of the allowable marital deduction. Also the executor may 
now take the unusual position that inter vivos charitable gifts were made 
in contemplation of death in an effort to increase the size of the gross 
estate.?°° 


JOINT OWNERSHIPS WITH RIGHT OF SURVIVORSHIP *” 


The popularity of joint ownerships with the right of survivorship 
has increased during the last decade. Considerable real estate is held in 
joint tenancy. Bank deposits and United States savings bonds are often 
payable in the alternative, for example: to Julia or Paul. Before creat- 
ing joint ownerships with the right of survivorship or continuing their 
use, the tax consequences—including income, gift, and estate tax—should 
be considered. 

Under the traditional joint tenancy which may be used in holding 
title to real estate in Illinois, neither joint owner acting alone can convey 
away the entire property. The most that either can do individually by 
conveyance to a stranger is to sever the joint tenancy, thereby creating a 
tenancy in common.’** Some states recognize tenancies by the entirety 
which can be created only between spouses, and under which neither 
spouse singly can sever the tenancy nor convey any interest.1°° Another 
type of joint ownership is exemplified by the joint bank account in which 
either party alone may withdraw any or all funds. United States savings 
bonds payable to Paul or Julia are in a similar category as either, acting 
individually, may cash these bonds. 

If Paul pays the entire consideration for the purchase of a parcel of 
real estate for the benefit of his wife, Julia, and himself and has title placed 
in joint tenancy, he has made a reportable gift to Julia of one-half of the 
value of the property.4?° Although the interest received by his wife, Julia, 
is terminable and, as such, ordinarily would not qualify for the gift tax 
marital deduction, the 1948 Revenue Act specifically provides that if 
the interest transferred to the donee spouse is as sole joint tenant with 
the donor or as tenant by the entirety, it shall secure the benefit of the 
marital deduction.*2? Thus only one-fourth of the entire value of the 
property is subject to gift tax."* If the joint tenants consist of Paul, 


1 See SURREY, Federal Taxation of the Family—-The Revenue Act of 1948, 61 
HARV. L. REV. 1097, 1152 (July, 1948). 

"For more detailed discussion, see EPSTEIN, Joint Tenancies—Tax Saving or 
Spending Device, PROCEEDINGS INSTITUTE ON TAXATION, COLLEGE OF LAW, UNI- 
VERSITY OF ILLINOIS 12 (February, 1948). 

7 Kane v. Johnson, 397 Ill. 112, 73 N.E. 2d 321 (1947). 

1 Ades v. Caplin, 132 Md. 66, 103 Atl. 94 (1918). 

u° U.S. Treas. Reg. 108, § 86.2(a) (5) (1943). 

2 INT. REV. CODE § 1004 (a) (3) (D). 

™2 Regarding tenancies by the entirety, see U.S. Treas. Reg. 108, §§ 86.2 (a) (6) 
and 86.19(h) (1943); Lilly v. Smith, 96 F.2d 341 (C.C.A. 7th 1938), cert. denied, 
305 U.S. 604, 59 Sup. Cr. 64 (1939). 





‘SE 


SSI 


$ 














ee ee 














































Spring ] INTER VIVOS TRANSFERS: GIFTS 43 
his wife, Julia, and their son, Don, Julia’s interest will not qualify for 
the marital deduction in view of Don’s interest. 

In the case of a joint bank account created by Paul for himself and 
his wife, Julia—or a similar type of ownership where Paul can regain the 
entire fund without Julia’s consent—there is a gift to Julia when she 
draws upon the account for her own benefit to the extent of the amount 
withdrawn." A United States savings bond purchased by Paul, payable 
to Paul or Julia, would constitute no gift to Julia until she redeemed 
the bond.*** These gifts would obviously qualify for the gift tax marital 
deduction as no terminable interest is involved. 

Ordinarily no income tax problem will exist regarding property held 
in joint ownership between a husband and wife as they may now divide 
their total income on a joint return. Occasionally, however, joint owner- 
ships exist between persons who are not spouses. If Paul purchases prop- 
erty in joint tenancy with his son, Don, even though Paul pays the entire 
consideration, each reports only one-half of the income and one-half of 
the gain or loss on sale.1*° The interest on a joint bank account or a 
United State savings bond payable to either would be reported by the 
contributor.**® 

If one joint tenant pays the taxes or the interest on the mortgage 
on property held in joint tenancy, he may deduct the entire payment in 
full on his income tax return where both are on a cash basis.'?” 

Upon the death of a joint owner of property held under joint owner- 
ship, with the right of survivorship, there is included in the gross estate 
in determining the federal estate tax the entire value of the jointly held 
property, except such part as may be shown to have originally belonged 
to the survivor and never to have been received by the latter from the 
decedent for less than full consideration in money’s worth.’** It is the 
existence of the joint Ownership at the time of death and not its creation 
at the earlier date that forms the basis for the tax. This rule applies to 
property held in joint tenancy or in tenancy by the entirety, as well as 


18U.S. Treas. Reg. 108, § 86.2 (a) (4) (1943). 

14 Mim. 5202, 1941-2 CUM. BULL. 241. 

U5 William R. Tracy, 25 B.T.A. 1055 (1932); Frederick J. Haynes, 7 B.T.A. 
465 (1927), Acq. VII-1, CUM. BULL. 14 (1928); I.T. 3825, 1946-2 CuM. BULL. 
51; 1.T. 3754, 1945 CUM. BULL. 143.. As to tenancies by the entirety, Cooley v. 
Commissioner, 75 F.2d 188 (C.C.A. 1st 1935), cert. denied, 295 U.S. 747, 55 Sup. 
Ct. 825 (1935), see Commissioner v. Hart, 76 F.2d 864 (C.C.A. 6th 1935), aff’g, 
27 B.T.A. 528 (1933); I.T. 3878, 1947 INT. REv. BULL. No. 24 at 4 (1947). 

me 1.T. 3301, 1939-2 Cum. BULL. 75. 

u7T1.T. 3785, 1946-1 CUM. BULL. 98; F. C. Nicodemus, Jr., 26 B.T.A. 125 
(1932); Acq. XIV-2 CUM. BULL. 16 (1935); I.T. 3304, 1939-2 CUM. BULL. 159. 

8 INT. REV. CODE § 811 (e) ; United States v. Jacobs, 306 U.S. 363, 59 Sup. Ct. 
551 (1939); Tyler v. United States, 281 U.S. 497, 50 Sup. Ct. 356 (1930); Mim. 
5202, 1941-2 CUM. BULL. 241; Estate of Joseph A. Brudermann, 10 TC 560 (1948). 
Regarding gift tax credit, see INT. REV. CODE §§ 813(a) and 936(b). 
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joint bank accounts and savings bonds. The burden of proof rests upon 
the executor or survivor if he seeks to avoid taxation."® 

If a gift of land from Paul to his wife, Julia, is later traded by her 
for another parcel of real estate and she has title to the second piece placed 
in joint tenancy, Paul will be regarded as the original donor; and upon 
his death, the entire value of the second piece will be included in his tax- 
able gross estate.12° The income on a gift from Paul to Julia used by her 
to purchase jointly-held property will not be regarded as originally be- 
longing to him.?*? 

Where property held in joint ownership with the right of survivor- 
ship is included in the decedent’s gross estate and the other joint owner 
is his spouse, then the amount that is required to be so included will qualify 
for the estate tax marital deduction.’** However, if a joint tenancy con- 
sists of Paul, his wife, Julia, and their son, Don; upon Paul’s death, Julia’s 
interest will not qualify for the marital deduction because she has a termin- 
able interest as Don may become the sole owner upon her death. 

The termination of existing joint tenancies by the creation of ten- 
ancies in common to save estate taxes by reducing the gross estate of the 
contributing joint owner upon his death, may result in still having the 
entire property included in his gross estate as being a transfer made in con- 
templation of death.?** 

In states similar to Illinois, upon the death of a joint owner the 
interest of the joint tenant is taxed as though the property had been held 
in equal shares as tenants in common and the share of the deceased tenant 
passed to the survivor or survivors by will.?** When a husband and wife 
own real estate in joint tenancy or have a joint bank account or savings 
bonds payable to either, upon the death of either, one-half will be subject 
to the Illinois inheritance tax no matter who the contributor was. 

Where property is acquired in joint tenancy or by the entirety and 
a joint owner dies, upon a subsequent sale of the property, even though 
all or part of the entire value of the property was previously included 
in the gross estate of the decedent in determining the federal estate tax, 
the survivor must take the basis of the joint owners in determining gain 
or loss for income tax purposes.’**> If the property had been inherited, 


2° McGrew’s Estate v. Commissioner, 135 F.2d 158 (C.C.A. 6th 1943). 

1” Estate of Edward T. Kelley, 22 B.T.A. 421 (1931); Dimock v. Corwin, 306 
U.S. 363,371, 59 Sup. Ce. 551, 555 (1939). 

12 Estate of Ralph Owen Howard, 9 TC 1192 (1947); Acq., 1948-1 CUM. 
BULL. 2 (1948). 

12 INT. REV. CODE §§ 812(e) (1) and (3) (D) and (E). 

8 Frank K. Sullivan Estate, 10 TC 961 (1948). 

1% ILL. REV. STAT., c. 120, § 375 (5) (1947). 

“Tang v. Commissioner, 289 U.S. 109, 53 Sup. Ct. 534 (1933); Helen G. 
Carpenter, 27 B.T.A. 282 (1932), pet for review dism’d for non-pros., 68 F.2d 995 
(C.C.A. 7th 1934); LT. 3754, 1945 CuM. BULL. 143; I.T. 3785, 1946-1 CUM. 
BULL. 98. 
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the basis for determining gain or loss would have been the value in the 
decedent’s gross estate.*° 


JOINT OWNERSHIPS WITH SURVIVORSHIP— TAX 
SPENDING OR TAX SAVING? 


Where tax considerations affect policy, the joint tenancy arrange- 
ment with the right of survivorship in holding title to property should 
be used with caution. No necessity exists for a husband or wife to create 
joint tenancies to secure income tax benefits. Although the contributing 
spouse pays a gift tax when the joint tenancy is created, if he predeceases 
his spouse, all of the property valued at the date of death is included in 
his gross estate (subject to a limited gift tax credit). While jointly-held 
property qualifies for the marital deduction in the decedent's taxable 
estate, it may prevent other property from securing the benefit of the estate 
tax marital deduction. Of course, if the non-contributing spouse had 
died first, no part of the property would be included in her gross estate. 
There would, however, be loss of any gift tax paid. 

As previously indicated, when the surviving joint tenant sells the 
property formerly held in joint tenancy, even though the full value may 
have been included in the deceased spouse’s gross estate, the basis for 
ascertaining gain for income tax purposes is the old basis of the joint 
owners. This is a definite tax disadvantage in a rising market. 

If the surviving spouse had inherited an improved parcel of real 
estate from the deceased spouse, the value of the property at the time of 
the decedent’s death would be its basis not only for gain or loss in the 
event of a sale, but also in setting up a new depreciation schedule in deter- 
mining net income for income tax purposes. However, where the property 
was held in joint tenancy, the surviving tenant must continue with the 
original depreciation schedule, and this often results in a tax loss. 

If a person desires to use joint ownerships with the right of surviv- 
orship, he should use them because of the conveniences they afford disre- 
garding the tax donations that may follow. Joint tenancies may be advis- 
able in small estates to avoid probate where tax problems are of little or 
no importance. The larger estate always has some property that requires 
the opening of an estate in the probate court, and adding a few parcels 
of real estate or some other property will not make any material difference. 

Joint ownerships with the right of survivorship should be used with 
caution and only after the tax consequences have been carefully considered. 


48 INT. REV. CODE § 113 (a) (5). 
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GIFT TAX RETURNS 


A donor who is a citizen or resident of the United States is obligated 
to file a return covering any gift to any donee of a value in excess of the 
annual exclusion of $3,000 (or, regardless of value, in the case of a gift of 
a future interest) made during the calendar year.**7 A return may be 
required even though no tax is due. Although the specific exemption 
claimed covers the entire gift, a return must be filed if its value is in excess 
of the annual exclusion. If a gift to charity is made, the donor must 
report this gift—in excess of the exclusion—in a return even though no 
tax is payable. If the donor dies before filing his return, the executor or 
administrator should file the same. The return must be filed on or 
before March 15th after the close of the calendar year in question.*** 

If Paul, a married person, makes a gift to his son, Don, of $5,000 
in cash, which is his sole gift for the year, and the gift is treated as one 
from both spouses, he must file a return even though no tax is payable. 
His wife, Julia, need not file a return but must signify her consent. If the 
gift to Don was over $6,000 or if she herself made any gifts to her son 
so that her share is over $3,000, a return from her would also be required. 
Must Paul report a gift to his wife of $5,000? Since the marital deduc- 
tion is not an exclusion, a return would seem to be required. 

In every case where the gift must be reported by the donor, an in- 
formation return also due on or before March 15th of the following year 
must be filed by every donee or trustee 1*° (excepting charitable organiza- 
tions which have been held by the Commissioner to come within the mean- 
ing of the statute). 

Where a gift is in trust, the information return may be filed by the 
trustee or the beneficiary. Even though the gift in trust is not complete 
because the donor retains one or more powers, the notice should be filed. 


“7 INT. REV. CODE § 1006 (a); U.S. Treas. Reg. 108, § 86.20 (1943). 
#8 INT. REV. CODE § 1006(b); U.S. Treas. Reg. 108, § 86.22 (1943). 
Id. 3 86:21. 
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INTER VIVOS TRANSFERS: 
TRUSTS AND POWERS OF 
APPOINTMENTS 


BY HUBERT L. WILL* 


A GENERATION AGO the usual estate plan consisted primarily if not 
entirely of a carefully drawn will. In recent years, however, the increas- 
ing importance of income and estate taxes among other factors has made 
more diversified planning desirable with the result that the creation of 
inter vivos or living trusts has become a favorite estate planning technique. 
While Supreme Court decisions and amendments to the federal tax laws in 
the past twenty years have diminished the tax advantages which at one 
time attached to the use of living trusts, such trusts, nevertheless, remain 
a useful means for achieving certain economic and legal objectives, includ- 
ing some tax benefits. In fact, such trusts have become increasingly popu- 
lar in recent years not only in connection with estate plans for persons of 
great wealth, but also for men of moderate means, and one authority has 
expressed the opinion that when the virtues of living trusts ‘‘come to be 
generally realized in the business community, and in the law offices, the 
arrangement will be recognized as perhaps the most useful tool in all of 
estate planning.”’ * 

One of the most important factors in determining whether to include 
a trust in an estate plan and, if so, tne type of trust to use is the relative 
importance of tax savings. In the ’30s it was undoubtedly the most im- 
portant single consideration. Today, on the other hand, a member of 
the faculty of a leading law school, who is also an authority on the law 
of trusts, recently told the writer that he was currently advising his stu- 
dents to ignore the possible tax aspects of any trust they might create 
since “‘the tax laws are either so unfavorable or so uncertain in their 
application to trusts that little can be gained by any extended considera- 
tion of them in connection with the creation of a trust.” There is, of 
course, a great deal of truth in the statement that the federal gift, estate, 
and income taxes in their application to trusts, and particularly to settlors 
of trusts, have in recent years become increasingly unfavorable or uncer- 


*HUBERT L. WILL. A.B. 1935, J.D. 1937, University of Chicago; 
member of the firm of Nelson, Boodell and Will, Chicago; formerly 
associated with the firm of Pope and Ballard, Chicago; Special Assist- 
ant to the Attorney General, Tax Division, Department of Justice, 
1940-42; Tax Counsel to the Alien Property Custodian, 1943. 


* SHATTUCK, AN ESTATE PLANNER’S HANDBOOK 77 (1948). 
47 



















48 ESTATE PLANNING [ Vol. 1949 


tain or both. And it is also true that the purposes of the settlor must 
always be the primary consideration in all estate planning. But any estate 
planner who ignores the tax implications of the trusts he is creating may 
soon see his sins of omission come back to confront him in the form 
of unnecessary tax payments. 

As has been previously pointed out in this symposium, the relative 
importance of tax savings varies with every estate plan.? In very large 
estates with a wide variety of assets, it may be the paramount considera- 
tion. On the other hand, in smaller estates where the principal asset is 
frequently the controlling interest in a particular business, other factors 
will probably outweigh taxes in determining the final plan. 

It is not the purpose of this article either to examine the almost 
infinite details of the law of trusts or the mechanics of drawing a trust 
nor even to speculate at any length on the probable future pattern of 
federal taxation of trusts. This symposium is intended as a working guide 
for the general practitioner’s use in preparing the occasional estate plan 
which he is called upon to evolve. Accordingly, a discussion of the most 
important economic and legal considerations which make the creation of 
an inter vivos trust desirable or undesirable as part of an estate plan would 
appear to be the most helpful, and the writer has set his sights with this as 
the target. In addition, because of the important advantages or disadvan- 
tages which may result from the proper or improper handling of powers 
of appointment in trusts, a discussion of this subject is also included. 

What then are the possible advantages of an inter vivos trust? In 
the first place, it must be pointed out that there are two basic types of 
such trusts: the so-called ordinary or irrevocable trust and the con- 
trolled or revocable trust. While any attempt at general definition of two 
legal categories which include as many variations as do irrevocable and re- 
vocable trusts will inevitably not be entirely accurate, for purposes of our 
discussion here we may consider an irrevocable trust as one in which the 
settlor has no right of revocation and in which he has retained no economic 
interest either in the res of the trust or the trust income. In a revocable 
trust, on the other hand, the settlor has reserved a right of revocation and 
may have retained an economic interest in either the res or the trust income. 

In connection with these two forms of living trusts, it is interesting 
to note that each of them bears a similarity to other arrangements dis- 
cussed in this symposium as possible estate planning techniques. For ex- 
ample, while there are differences which in particular cases make an out- 
right gift more or less desirable than an irrevocable trust, many of the 
advantages of giving while living discussed in the previous article also 
apply to such a trust.* In fact, as a general rule an irrevocable trust 


® Spencer, The Function of the Lawyer in Estate Planning, see p. 1 at 4 supra. 
* Epstein, Inter Vivos Transfers: Gifts, Joint Ownerships, and Contemplation of 
Death, see p. 18 supra. 
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should be used only as a more advantageous substitute for an outright 
gift. In both, the donor or settlor gives up all interest in the property 
which is the subject of the gift or the corpus of the irrevocable trust, and 
the federal gift, estate, and income tax consequences to the donor or settlor 
are usually similar. 

On the other hand, while again there are differences which may 
make one or the other more desirable in a particular case, the revocable 
trust and the testamentary trust are in many respects similar. In both, 
the settlor, so long as he lives, retains an interest in and effective control 
over the property comprising the corpus of the trust. Similarly, the 
federal tax implications are likely to be the same, although as will be 
discussed later, some tax advantages may accrue through the use of the 
inter vivos trust. 

We come back then to the question of when inter vivos trusts are 
desirable and useful in an estate plan and when they should be avoided. 


IRREVOCABLE TRUSTS 


Let us consider first the ordinary or irrevocable trust. From an 
economic point of view, as has already been pointed out, the creation of an 
irrevocable trust means that the settlor has in effect made a gift of the 
property which goes into the trust. Unless the settlor is certain beyond 
doubt that he will never require the assets in question for his own business 
or personal purposes, the irrevocable trust should be avoided.* The same 
basic consideration, of course, determines the wisdom of an inter vivos gift.® 

If, however, the individual whose estate is being planned possesses 
substantial assets, some of which he is willing to dispose of permanently, 
or if he has reached that stage of life where he is no longer active in the 
business world and is satisfied that he will never need the property in 
question or the income therefrom, there are a number of situations in 
which the irrevocable trust may be more advantageous than an outright 
gift. 

In the first place, the use of an irrevocable trust permits the settlor 
to specify the persons who will receive the future benefits of the gift and 
thus avoid one of the worst hazards of a gift, the transfer of the prop- 
erty through death of the donee, or otherwise, into the hands of persons 
to whom the donor has no desire to make a gift or who may even be 
antagonistic to him. 

Second, the use of an irrevocable trust rather than an outright gift 
enables the settlor to protect as well as limit the beneficiary in his enjoy- 


“WORMSER, THEORY AND PRACTICE OF ESTATE PLANNING 86-88 (2d ed. 
1948) ; SHATTUCK, op. cit. supra note | at 77 ff. 


* Epstein, op. cit. supra note 3 at 19. 
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ment of the gift and thus prolong its beneficial enjoyment by preventing 
its waste or dissipation. 

Finally, an irrevocable trust, if properly drawn, possesses all the 
income and estate tax advantages of a gift, most of which do not attach 
to a revocable trust.® 

To illustrate the possible advantages of an irrevocable trust, let us 
look at a number of situations in which such a trust is the ideal device 
to use. 

Frequently a person of means desires to make provision for the con- 
tinuing comfort and support of nondependent members of his family, other 
relatives, or unrelated persons. If he makes annual payments from his 
income, they will be taxed at his high surtax rate and may, in addition, 
be subject to gift tax. Particularly if ke intends ultimately to make a 
substantial gift to the beneficiaries and is in a position to relinquish con- 
trol of the property currently, an irrevocable trust will accomplish his 
purposes and, at the same time, if properly drawn bring him income, 
gift, and estate tax savings. Such a trust is frequently used, therefore, to 
provide regular allowances to augment the income of grown children 
who are not yet adequately established in earning power or to provide 
current assistance to incompetent or indigent brothers, sisters, nephews, 
and nieces. A fairly common practice in such trusts, if the settlor desires 
that the nondependent relative or his heirs should not ultimately receive 
the corpus, is to make an educational, religious, or other charitable organi- 
zation the eventual remainderman. In this way assistance is provided 
for a period of years or for life, and the principal is ultimately devoted 
to a charitable purpose. 

The irrevocable trust may also be profitably utilized for charitable 
purposes in connection with the establishment of a charitable foundation. 
As is well known, the federal tax laws are designed to encourage tax- 
payers to contribute generously to public and private charities.’ The 
proper use of a charitable foundation, which is customarily either in the 
form of an irrevocable trust or a nonprofit corporation, permits the set- 
tlor to obtain the full benefit of the favorable exemptions for charitable 
contributions in the federal income, estate, and gift taxes. At the same 
time, by reducing the size of the estate on which an estate tax will have to 
be paid, it reduces the need for cash at the settlor’s death, thus decreasing 
the possibility of a forced sale of a portion of the assets at subnormal prices. 

In addition, a charitable trust provides a means for preserving con- 
trol of a business, often a serious estate planning problem where large, 
valuable business units are owned and controlled by a single individual. 


®In addition, of course, the irrevocable inter vivos trust possesses all the advantages 
over a testamentary trust outlined later herein in the discussion of revocable inter vivos 
trusts. See p. 62 infra. 


* See INT. REV. CODE §§ 23(0), 101(6), 812(d), and 1004 (a) (2). 
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Frequently such an individual is faced with the fact that if he attempts 
to transfer his interest in the business to his family by inter vivos gifts, 
the gift tax will be so large as to force a sale of a portion of the business 
to pay the tax while if he permits the business to pass at his death, the 
even larger estate taxes will make necessary the sale of an even greater 
portion of his interest. Either way, his control or that of his family over 
the business may be jeopardized. Often ownership of a majority interest 
in a business is significant to a person of wealth primarily because of the 
control it permits over the policies of the business and the assurance that 
he will receive regular compensation for personal services and is relatively 
insignificant in terms of dividends or other return on capital, most of 
which would be consumed by income surtaxes if paid to the individual. 

The charitable foundation utilizing an irrevocable trust is a pos- 
sible solution to such a dilemma, for the settlor can serve as one of the 
trustees and provide for a board of trustees composed of members of his 
family and other persons he desires to assist him in managing the busi- 
ness who, given the power to fill vacancies among the trustees, can per- 
petuate the control indefinitely. At the same time, some deserving charity 
obtains the income from the capital, most of which would otherwise be 
paid in income taxes.® . 

Still another use of the irrevocable trust is to hold life insurance poli- 
cies. Inasmuch as the subject of life insurance trusts is more fully dis- 
cussed later in this symposium,® the writer will merely observe in passing 
that no tax advantages will accrue from the creation of an irrevocable 
insurance trust, except where (1) a spouse or some other person having 
an insurable interest in the insured’s life takes out the policies and pays 
all the premiums out of his or her independent funds, (2) the insured 
has none of the incidents of ownership, and (3) the proceeds are not 
payable to the insured’s estate. 

A fairly common use of an irrevocable inter vivos trust, which may 
or may not be part of an estate plan, is in divorce settlements in connec- 
tion with alimony and support payments. If the establishment of the 
trust is pursuant to the terms of a valid and binding decree of divorce or 
separate maintenance and the instrument itself is properly drawn, the 
settlor will obtain substantial tax benefits from this form of final settle- 
ment with an ex-spouse.’° As already noted, such an alimony or support 
trust is not necessarily part of an estate plan, but the initial impetus for 
many such plans has come from an over-all appraisal of an individual's 
assets first made in connection with a divorce settlement. 


® For an excellent discussion of the use of charitable foundations, see 2 POLISHER, 
ESTATE PLANNING AND ESTATE TAX SAVING 572 ff. (2d ed. 1948). 
® Waldo, Life Insurance and Estate Planning, see p. 95 at 112 infra. 


2° For a discussion of the present status of alimony trust income, see | RABKIN & 
JOHNSON, FEDERAL INCOME GIFT AND ESTATE TAXATION E4 § 4, 912b ff. (1942). 
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While other circumstances or situations in which an irrevocable 
trust may be the best device to use as part of an estate plan will undoubt- 
edly occur to the reader from the foregoing examples and the discussion 
of the tax implications of irrevocable trusts which follows, the most 
important consideration in setting up such a trust is always whether or 
not the settlor can safely give up all interest in the property which is to 
go into the trust. An irrevocable trust is frequently preferable to an out- 
right gift. It is rarely, if ever, a sound alternative for a revocable or 
testamentary trust. 


TAX ASPECTS OF IRREVOCABLE TRUSTS 


The first tax which comes into play upon the creation of an irre- 
vocable trust is the federal gift tax. The general formula for computation 
of the gift tax and the effect of gifts in prior years upon the current year 
tax are discussed earlier in the symposium."! Certain special considerations 
applicable to gifts in trust, however, must be at least briefly referred to 
here. 

At one time the courts held that the trust was the donee of a gift 
in trust and the settlor was entitled to one annual exclusion per trust, 
regardless of how many beneficiaries the trust had or, conversely, how 
many trusts were set up in the particular year for the same beneficiary.’? 
This, of course, resulted in tax-conscious settlors establishing large num- 
bers of identical small trusts for the same beneficiary. The present rule, 
however, permits the settlor only one annual exclusion for each bene- 
ficiary without reference to the number of trusts or other gifts.‘* While 
the tax advantages of individual trusts no longer exist, it is still desirable 
for a number of other reasons, however, to set up separate trusts for each 
beneficiary if the corpus lends itself to division among several trusts. 

The principal practical problem in the application of the gift tax to 
irrevocable inter vivos trusts is that of valuation. Any interest irrevocably 
and absolutely disposed of, whether a life estate, term interest, or a re- 
mainder, is subject to gift tax on its commuted value, which is the present 
worth of the interest determined by reference to actuarial tables on the 
life expectancy of the various beneficiaries.’* 

An additional important consideration in the application of the 
gift tax to irrevocable trusts is the provision that the $3,000 annual ex- 
clusion per individual donee or beneficiary is not applicable to gifts of 
“future interests.”’ These include reversions, contingent or vested re- 


“" Epstein, op. cit. supra note 3 at 22. 

*% Commissioner v. Krebs, 90 F.2d 880 (C.C.A. 3rd 1937); Commissioner v. 
Wells, 88 F.2d 339 (C.C.A. 7th 1937). 

* Helvering v. Hutchings, 312 U.S. 393, 61 Sup. Ct. 653 (1941); U. S. Treas. 
Reg. 108, § 86.10 (1943). 
* Id. § 86.19. 
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mainders, and other estates, whether or not supported by a particular 
intermediate interest or estate, ‘“‘which are limited to commence in use, 
possession, or enjoyment at some future date or time.’”’?° This means 
that in a trust giving a life or term interest to A with the remainder to B, 
only one exclusion for the gift to A will be allowed, the remainder to B 
being considered a ‘‘future interest.’’ Further, if the income is to be paid 
to A only in the discretion of the trustee or upon the happening of certain 
contingencies, even A’s interest will be deemed ‘‘future’’ and no exclusion 
allowed.*® 

Finally, not only is the annual exclusion not applicable to “future 
interests,’ but it is also disallowed where the value of the interest cannot 
be determined, e. g., if the trustee has discretion to terminate the interest 
or where the interest is to terminate on the happening of some indeter- 
minate future contingency such as marriage or where it is shown to be of 
no value.?? 

While the tax advantages of an irrevocable trust lie in the fact that 
if the trust is properly drawn, the corpus is not includible in the settlor’s 
estate for estate tax purposes and the income of the trust is not taxed to 
him, the category of trusts which may enjoy these tax benefits has been 
so narrowed by the courts and Congress in the past twenty years that 
at least a general knowledge of the present limitations on such trusts is 
essential to an understanding of their possible use. 

Let us examine first the problems with respect to the federal estate 
tax. It is apparent, of course, that the question of whether an irrevocable 
trust was created ‘‘in contemplation of death,’ ** presents substantially 
the same problems as in the case of an outright gift, and the reader is 
referred to the discussion earlier in the symposium on that subject.?® 

While the question of whether an irrevocable trust was created in 
contemplation of death is frequently a troublesome one, the really diffi- 
cult estate tax problems have arisen in connection with the provisions of 
Section 811(c) of the Internal Revenue Code relating to the inclusion 
in a decedent’s estate of any interest: 


_‘", .. Of which he has at any time made a transfer, by trust or other- 
wise, . . . intended to take effect in possession or enjoyment at or 


* Id. § 86.11. The broad scope of the regulations in this connection has been 
sustained in Commissioner v. Disston, 325 U.S. 442, 65 Sup. Ct. 1328 (1945); Fondren 
v. Commissioner, 324 U.S. 18, 65 Sup. Ct. 499 (1945); Ryerson v. United States, 
312 U.S. 405, 61 Sup. Cr. 656 (1941); United States v. Pelzer, 312 U.S. 399, 61 
Sup. Ct. 659 (1941). 

%* Fondren v. Commissioner, supra note 15; Ryerson v. United States, supra note 
15; French v. Commissioner, 138 F.2d 254 (C.C.A. 8th 1943); Commissioner v. 
Brandegee, 123 F.2d 58 (C.C.A. Ist 1941). 

™ Margaret A. C. Riter, 3 TC 301 (1944); Elizabeth H. Polk, 5 TCM 357 
(1946). 

* INT. REV. CODE’§ 811 (c). 

%* Epstein, op. cit. supra note 3 at 34. 
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after his death, or of which he has at any time made a transfer, by 
trust or otherwise, under which he has retained for his life or for any 
period not ascertainable without reference to his death or for any 
period which does not in fact end before his death (1) the possession 
or enjoyment of, or the right to the income from, the property, or 
(2) the right, either alone or in conjunction with any person, to 
designate the persons who shall possess or enjoy the property or the 
income therefrom; . . .”’ 


The history of the change in the concept of what retained interests 
in trusts are includible in a decedent's estate is a fascinating one and should 
be read in detail by every lawyer not only in connection with estate plan- 
ning but as general background in the potential vagaries of American 
jurisprudence. While we are here concerned not so much with the interest- 
ing past as with the more important present and future, a quick look at 
the evolution of the present rule is, nevertheless, essential to its under- 
standing as well as to an estimate of the future and is particularly appro- 
priate in the light of two recent Supreme Court decisions.”* 

The history of the tax status of reservations of life income by a trust 
settlor graphically illustrates the checkered course of federal estate tax 
application to trusts. From the passage of the first estate tax law in 1916 
until the 1930 decision of the Supreme Court in May v. Heiner,”? which 
held to the contrary, it was assumed that trusts in which the settlor re- 
served a life income fell within the category of transfers intended to take 
effect in possession or enjoyment at death and that the corpus was, there- 
fore, includible in the settlor’s estate. After the decision in May v. Heiner, 
the Treasury Department almost immediately brought other cases before 
the Supreme Court attempting to obtain its reversal, but May v. Heiner 
was followed by the Court on March 2, 1931, in three per curiam opin- 
ions.2* This so disturbed the Acting Secretary of the Treasury, Ogden 
Mills, that he urged Congress immediately to enact corrective legislation, 
and on March 3, 1931, the following day, a joint resolution was adopted 
amending what is now Section 811 (c)** so as to make the corpus of any 
trust with reserved life income subject to federal estate tax. The joint 
resolution itself left open the question of whether trusts created prior 
to the date of its enactment were to be treated on the basis of May v. 
Heiner or were subject to estate tax, but there is considerable legislative 


* INT. REV. CODE § 811(c). 

1 Commissioner v. Church’s Estate, 335 U.S. 632, 69 Sup. Ct. 322 (1949); 
Spiegel’s Estate v. Commissioner, 335 U.S. 701, 69 Sup. Ct. 301 (1949). 

2281 U.S. 238, 50 Sup. Ct. 286 (1930). 


* Burnet v. Northern Trust Co., 283 U.S. 782, 51 Sup. Ct. 342 (1931); Mors- 
man v. Burnet, 283 U.S. 783, 51 Sup. Ct. 343 (1931); McCormick v. Burnet, 283 
U.S. 784, 51 Sup. Ct. 343 (1931). 
* Joint Resolution of March 3, 1931, 46 STAT. 1516-17 (1931). 
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history indicating that Congress did not consider or intend the resolution 
to be retroactive.” 

In 1938 the Supreme Court in Hassett v. Welch and Helvering v. 
Marshall,?* companion cases, held that neither the joint resolution nor a 
similar provision in the Revenue Act of 1932 *’ applied to trusts created 
prior to March 3, 1931, and that May v. Heiner consequently governed 
pre-1931 trusts. Accepting these decisions, the Treasury Regulations since 
1938 also have followed the May v. Heiner doctrine with respect to trusts 
created prior to that date.* 

On January 17 of this year, the Supreme Court completed the cycle 
by reversing May v. Heiner specifically and, in effect, also Hassett v. Welch 
and Helvering v. Marshall, as well as the Treasury Regulations, so that 
the rule now is that the corpus of every trust, regardless of when created, 
in which the settlor reserves a life income is part of his estate for federal 
estate tax purposes. 

Perhaps even more erratic has been the pattern with respect to the 
application of the provisions of Section 811(c) to trusts containing what 
have come to be known as “possibilities of reverter.’’ One year after 
May v. Heiner, the Supreme Court held in Klein v. United States *® that 
under a trust in which the grantor conveyed property to her husband for 
his life provided that if he survived her the corpus was to go to him in 
fee, but that the fee was to remain in the wife if the husband predeceased 
her, and where the applicable state law (Illinois) made the death of the 
wife before the husband a condition precedent to his taking, the value of 
the corpus was includible in her estate as an interest to take effect in pos- 
session or enjoyment at death, even though she predeceased the husband. 

Four years later (1935) in two cases *° involving interests generally 
similar to those in the Klein case, except that under the applicable state 
law (Missouri) the grantor was deemed to have transferred legal title to 
the corpus subject to a condition subsequent which might effect a reverter, 
the Court held that the corpus of the trust was not part of the settlor’s 
estate. 

Then in 1940 followed the famous, or infamous, as you will, Hallock 
decision.** Expressly disregarding and discarding traditional principles 
and technicalities of legal title and conveyancing, the Court there held 
that under a trust in which the settlor’s wife was given a life interest with 


* See the analysis of the legislative history in Justice Frankfurter’s dissenting opin- 
ion in Commissioner v. Church’s Estate, 335 U.S. 632, 667, 69 Sup. Ct. 337, 345 
(1949). 

303 U.S. 303, 58 Sup. Ctr. 559 (1938). 

*™ Revenue Act of 1932, § 803 (a), 47 STAT. 279 (1932). 

U.S. Treas. Reg. 105, § 81.18 (1942). 

® 283 U.S. 231, 51 Sup. Ct. 398 (1931). 

* Helvering v. St. Louis Trust Co., 296 U.S. 39, 56 Sup. Ct. 74 (1935); Becker 
v. St. Louis Trust Co., 296 U.S. 48, 56 Sup. Ct. 78 (1935). 
*™ Helvering v. Hallock, 309 U.S. 106, 60 Sup. Ct. 444 (1940). 
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a remainder in fee if she survived him, provided that if the settlor sur- 
vived his wife the corpus would revert to him on her death, and where 
in fact the settlor predeceased his wife, the corpus, less the value of the 
wife’s life estate, was includible in the husband's estate. 

The Hallock case was followed by a large number of decisions in 
which the courts attempted to draw some line of demarcation or evolve 
some standard as to the scope of the doctrine. The Tax Court decisions 
attempted to establish a rule based upon the degree of remoteness of the 
possibility of reverter.*? On the other hand, the Treasury Regulations re- 
jected remoteness of the reversion as a factor of any significance.** This 
also appeared to be the attitude of the Supreme Court in several related, 
although not entirely analogous, cases.** 

All doubt on the subject, however, was removed on January 17 by 
the decisions in the Church and Spiegel cases,** particularly the latter. In 
the Spiegel case, the setttlor had created a trust in 1920 which provided 
that during his life the trust income was to be divided among his three 
children, the share of any child predeceasing the settlor to be divided among 
his surviving children. On the settlor’s death, the corpus was to be dis- 
tributed in the same manner. As distinguished from all of the previous 
cases in which the Supreme Court had held the corpus includible in the 
settlor’s estate, the trust here contained no express provision for the ulti- 
mate reversion of the property to the settlor if all the named beneficiaries 
pre-deceased him. On the contrary, the settlor evidenced every intention 
of disposing completely and irrevocably of his interest in the corpus. 
Accordingly, if a possibility of reverter under the trust existed at all, it did 
so only by operation of law and not as a result of an express reservation 
in the trust. 

Whether under the provisions of Illinois law, the settlor did have a 
possibility of reverter by operation of law was one of the disputed points 
in the case. The majority of the Court accepted the conclusion of the 
Circuit Court of Appeals that he did; the minority concluded either that 
he did not or that there was such doubt on the subject that the case ought 
to be remanded to the Circuit Court of Appeals so that a declaratory judg- 
ment action might be brought in the state courts to obtain a definitive 
determination of the disputed question of law.** 

Notwithstanding the fact that the settlor evidenced no intention to 
reacquire the corpus at any time in the future, that the existence of a possi- 


* See Estate of Nettie Friedman, 8 TC 68 (1947); Estate of Edward P. Hughes, 
7 TC 1348 (1946) ; Estate of George W. Hall, 6 TC 933 (1946). 

®U. S. Treas. Reg. 105, § 81.17 (1942), particularly the examples thereunder. 

“ Commissioner v. Estate of Field, 324 U.S., 113, 65 Sup. Ce. 511 (1945); 
Fidelity Co. v. Rothensies, 324 U.S. 108, 65 Sup. Ct. 508 (1945). 

*® See note 21 supra. 

* See the dissents of Justices Burton, Estate of Spiegel v. Commissioner, 335 U.S. 
701, 708, 69 Sup. Ct. 301, 304, and Frankfurter, Commissioner v. Church’s Estate, 
see note 25 supra. 
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bility of reverter by operation of law under the Illinois law was in serious 
dispute, that even if he did possess such a possibility of reverter the chances 
that he would survive all his children and grandchildren were approxi- 
mately one and one-half out of one hundred at the time of the creation 
of the trust in 1920, and that he actually was survived by three children 
and three grandchildren, the Court held that the entire value of the corpus 
of approximately $1,000,000 was part of his estate, resulting in an estate 
tax of $450,000.%7 

It is to be noted that once again the cases have run the gamut. Iron- 
ically enough the Spiegel decision, which represents the ultimate logical 
extension of the Hallock case in which the Court rejected the niceties of 
conveyancing and other legal technicalities and looked to economic reali- 
ties, results in a $450,000 estate tax being paid on an interest which at 
the time of creation of the trust had a commuted value of $4,000 at most, 
on which the estate tax would be approximately seventy dollars, ali because 
in establishing the trust the legal technicality of providing a specific ulti- 
mate remainderman other than the settlor was neglected. 

Apparently, technicalities can neither be relied upon nor ignored. 
Had the Court adhered to its philosophy of the Hallock case that the real- 
ities of the settlor’s action would be determinative, a rational standard for 
application of the estate tax based on fundamental principles of economic 
justice might have resulted. As things now stand, however, the net result 
of the Court’s labors on the subject over the past twenty years appears 
to be merely the substitution of one series of technicalities for another and 
the collection of some estate taxes in the process.** 

In any event, the only safe way at present to protect against future 
difficulties on this score is to make certain that under no circumstances 
will the remainder revest in the grantor, for in the language of the Court, 


sé 


. an estate tax cannot be avoided by any trust transfer ex- 
cept by a bona fide transfer in which the settlor, absolutely, unequiv- 
ocally, irrevocably and without possible reservations, parts with all of 
his title and all of his possession and all of his enjoyment of the 
transferred property. After such a transfer has been made, the settlor 
must be left with no present legal title in the property, no possible 
reversionary interest in that title, and no right to possess or to enjoy 
the property then or thereafter.”” *° 


It is to be particularly noted that. whereas in the earlier cases and under the Reg- 
ulations, U. S. Treas. Reg. 105, §§ 81.10 and 81.17 (1942), the value of outstanding 
life estates was excluded from the gross estate of the settlor, the Court, wittingly or 
unwittingly, in the Church and Spiegel cases included the entire value of the trust corpus 
in the settlor’s estate without deduction of the value of any intermediate vested life estates. 

*% For some interesting suggestions as to possible patterns of taxation of Hallock 
trusts, see Spencer, The Federal Estate Tax on Inter Vivos Trusts; A Common Sense 
Rule for Hallock Cases, 59 HARV. L. REV. 43 (1945); Griswold, A Plan for the Co- 
ordination of the Income, Estate, and Gift Tax Provisions with Respect to Trusts and 
Other Transfers, 56 HARV. L. REV. 337 (1942). Congressional action on the subject, 
particularly in the light of the taxation of the entire corpus in the Church and Spiegel 
cases, seems almost inevitable. 

* Commissioner v. Estate of Church, supra note 21 at 645, 69 Sup. Ct. at 329. 
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If all possible alternative remaindermen have been exhausted and 
there still remains some possibility of reverter, no matter how slight mathe- 
matically, the final technical remainder should be granted either to the 
heirs of the last-named remainderman, excluding the settlor, or for char- 
itable purposes generally. 

Not only is it essential that the settlor divest himself of all interest 
in the corpus of the irrevocable trust, but he must also give up any ‘“‘right, 
either alone or in conjunction with any person, to designate the persons 
who shall possess or enjoy the property or the income therefrom. . . .” *° 

This means that the settlor at the time of creation of an irrevocable 
trust must not only be satisfied to dispose of all his interest in the corpus, 
but must also either be certain as to the persons or groups of persons he 
desires to enjoy the benefits of the trust in the future or be satisfied to 
trust someone else’s judgment in the matter, for the retention of any 
right to alter or amend the terms of the trust will in almost every case 
result in the imposition of federal estate tax. 

One more observation with respect to the estate tax aspects of irrev- 
ocable trusts. Some ingenious reader may conceive that the tax benefits 
denied by Section 811(c)** and the decisions thereunder if the settlor 
retains any interest in the principal or income or any power to alter or 
designate beneficiaries may be salvaged by the creation of reciprocal trusts 
in which two parties set up substantially similar interests and powers in 
each other. The rule of the cases, however, is that similar reciprocal trusts 
created at substantially the same time result in each party being taxed as 
though he were also the settlor of the trust of which he is the beneficiary.*? 

So much for the gift and estate tax implications of irrevocable trusts. 
There remain the important questions arising in connection with the fed- 
eral income tax. 

It is, of course, beyond the scope of this article to cover all the innu- 
merable income tax questions and problems which may arise in connec- 
tion with an irrevocable trust. Generally speaking, an irrevocable trust 
is a separate taxable entity and the trustee must report the gross income 
less allowable deductions and pay a tax for the trust just as though it 
were an individual taxpayer.** The principal difference between the taxa- 
tion of an individual and that of a trust is the allowance to the latter, in 
addition to the deductions against gross income ordinarily allowable to an 
individual, of a further deduction for all trust income which is currently 


“INT. REV. CODE § 811 (c). 

* Ibid. 

“ Cole’s Estate v. Commissioner, 140 F.2d 636 (C.C.A. 8th 1944); Lehman v. 
Commissioner, 109 F.2d 99 (C.C.A. 2d 1940); Estate of John H. Eckhardt, 5 TC 
673 (1945). 

“For a comprehensive discussion of the application of the federal income tax to 
irrevocable trusts, see KENNEDY, FEDERAL INCOME TAXATION OF TRUSTS AND 
ESTATES 52-448 (1948). 
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distributed or distributable or which is properly paid or credited to the 
beneficiaries and such income is included in the gross income of the 
beneficiaries. ** 

From the point of view of estate planning, however, the important 
tax questions arise not so much in connection with the taxation of income 
to the trust or the beneficiaries, but in those circumstances in which the 
income is taxed to the settlor, for income tax savings ordinarily result 
only when the grantor is relieved of the tax and either the trust or the 
beneficiaries pay it. 

There are three general categories of trusts the income of which is 
taxed to the settlor: (1) revocable trusts in which the grantor has the 
power by action on his part or in conjunction with another person whose 
interests are not substantially adverse to get the corpus back;** (2) trusts, 
the income of which the settlor has the power by action on his part or in 
conjunction with a non-adverse person either to distribute to himself or 
accumulate for future distribution to himself;** and (3) trusts which 
do not fall in categories (1) or (2) but under all the circumstances of 
which, the grantor is deemed to be the substantial owner of the corpus and, 
therefore, taxable on the income. 

Trusts in categories (1) and (2) are covered specifically by the 
provisions of Sections 166 and 167 of the Internal Revenue Code and 
are discussed briefly later in connection with revocable trusts.*7 The 
boundaries of the third category, however, trusts in which the settlor is 
deemed to be the substantial owner of the corpus, or what are commonly 
referred to as Clifford trusts,*® are still in the process of clarification. As 
a result, any trust, even though clearly outside the scope of Sections 166 
and 167, in which the grantor merely parts with the income for a lim- 
ited number of years is likely to be ignored for income tax purposes and 
the income taxed to the grantor under Section 22 (a) of the Internal Reve- 
nue Code * on the theory that he is receiving benefits which are equiva- 
lent to income. 

As indicated, this theory first received the Supreme Court’s imprima- 
tur in Helvering v. Clifford.°° The trust there involved was for a term 
of five years except that it would terminate earlier upon the death of either 
the settlor or his wife. The settlor was also the trustee and reserved 
broad administrative powers to himself in that capacity. His wife was 


“INT. REV. CODE § 162(b) and (c). 

“Id. § 166. 

“Id. § 167. 

* See p. 64 infra. 

“From Helvering v. Clifford, 309 U.S. 331, 60 Sup. Cr. 554 (1940). 

Section 22(a), readers will recall, is the basic provision of the Internal Revenue 
Code containing the general definition of gross income and, in contrast to §§ 166 and 
167, has no special application to trust income. 
© Helvering v. Clifford, see note 48 supra. 
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the sole income beneficiary during the five-year period and upon termina- 
tion the corpus would revert to the settlor. Stressing that no one of these 
facts was controlling, the Court concluded that where all were combined 
‘“‘we have at best a temporary allocation of income within a family 
group,” °* and the income was held taxable to the settlor notwithstanding 
the existence of the trust. 

The decision shattered the theretofore-accepted conclusion that settlors 
were taxable on the income of trusts only if Section 166 or 167 was 
applicable and started a guessing game which is still going on as to where 
the boundary line of taxability under the doctrine will ultimately be 
drawn. Some of the courts have concluded that it was to be limited to 
“rather exceptional and extreme cases’’ ** as the Clifford case itself ob- 
viously was. Other lower court decisions,®* however, have shown a ten- 
dency to broaden the scope of the doctrine although the Supreme Court 
itself has shed no further light on the subject. 

The Treasury Department, on the other hand, has taken a broad 
view of the doctrine. Section 29.22(a)-21 of the Income Tax Regula- 
tions ** announces that certain single factors alone, rather than the com- 
bination of factors which the Court found persuasive, are sufficient to 
make the income taxable to the settlor under Section 22(a).°° If, for 
example, the corpus or the income of the trust will or may revert to the 
settlor within ten years after the date of creation of the trust or within 
fifteen years if the beneficiary is other than a charity and the settlor or a 
spouse (living with the settlor and not having a substantial adverse 
interest in the income or corpus) has certain enumerated administrative 
powers, such as the power to vote stock or direct trust investments, then 
under the Treasury Regulations the income is taxable to the settlor.*° 

Similarly, regardless of the length of the trust or other factors, if 
the settlor or some other nonadverse person has the power to alter, deter- 
mine, or control the beneficial enjoyment of the corpus or income, that 
fact alone, the Treasury Department says, will make the income taxable 
to the settlor unless the power is not exercisable until after ten years or 
after fifteen years in the case of trusts within the fifteen-year rule pre- 
viously discussed.** 


* Helvering v. Clifford, see note 48 supra at 335, 69 Sup. Ct. at 557. 

® United States v. Morss, 159 F.2d 142, 143 (C.C.A. Ist 1947). 

See Helvering v. Blias, 122 F.2d 171 (C.C.A. 2d 1941), holding the settlor 
taxable on the income of six and one-half year trusts in which he reserved no control but 
the beneficiaries of which were the settlor’s children; Leonard Farkas, 8 TC 1351 (1947), 
holding that a life beneficiary of a trust who assigned his interest in trust to his brothers 
and sisters for a period of ten years, naming a brother as trustee, remained taxable on 
the income. 

U.S. Treas. Reg. 111, § 29.22 (a)-21, as added by T. D. 5488, 1946-1 CUM. 
BULL. 19, amended by T. D. 5567, 1947-2 CUM. BULL. 9. 
5S INT. REV. CODE § 22 (a). 
®U. S. Treas. Reg. 111, § 29.22(a)-21(b) and (c). 

Id. § 29.22(a)-21(d). 
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Another factor which, according to the Treasury Regulations, is 
sufficient in and of itself to tax the income to the settlor is administrative 
control over the corpus or income which control may or will be exercised 
primarily for the benefit of the settlor, including a power in the grantor 
or some person not having a substantial adverse interest (1) to purchase, 
exchange, or otherwise deal with the trust corpus or income for less than 
full consideration in money or money's worth, (2) to permit the settlor 
to borrow the corpus or income without adequate interest or security, or 
(3) to permit the settlor to reacquire the corpus by substituting other 
property.”® 

The necessary limitations of this discussion together with the ab- 
sence to date of any really definitive decision on the subject, notwithstand- 
ing the fact that over one hundred opinions attempting to apply the 
Clifford doctrine have been handed down by the various circuit courts of 
appeals,®® preclude any exhaustive analysis here either of the cases or the 
Treasury Regulations. Because of the almost infinite combinations and 
permutations of rights, powers, interests, and benefits which may be cre- 
ated in trusts, it is conceivable that no simple absolutes will ever be 
arrived at by the courts in this connection, although it is much to be 
hoped that more order will evolve from the Clifford chaos than now exists. 


The only advice which can safely be given a reader preparing a trust 
which may fall within the growing tentacles of the doctrine is that he 
make a careful study of the principal cases, the Treasury Regulations, and 
some of the erudite commentaries in the legal periodicals on the subject © 
before making his own best guess. Even after doing all this, the planner 
should warn the client that the income tax possibilities are necessarily 
uncertain, for even reliance on the Treasury Regulations, which now 
seem extreme enough when compared with the facts in the original Clifford 
case, may ultimately turn out to be hazardous. 


The foregoing discussion of the gift, estate, and income tax aspects 
of irrevocable trusts serves to underscore the basic principle with respect 
to such trusts emphasized at the outset. Unless the settlor is prepared to 
divest himself of all interest in both corpus and income to the same extent 
as he would in making an outright gift, no substantial tax benefits are likely 
to accrue, and an irrevocable trust should be avoided. 

The discussion of the present limitations on estate and income tax 
savings also serves as an excellent transition into the subject of revocable 


Id. § 29.22 (a) -21(e). 

” For a comprehensive list of decisions by the various circuit courts of appeal, see 
KENNEDY, op. cit. supra note 41 at 683-686. 

See Casner, Taxation of Incomes Under T. D. 5488; As Modified By Proposed 
Amendments to Clifford Regulations, 84 TRUSTS &% ESTATES 233 (1947); Eisenstein, 
The Clifford Regulations and the Heavenly City of Legislative Intention, 2 TAX L. REV. 
327 (1947); Pavenstedt, The Treasury Legislates: The Distortion of the Clifford Rule, 


2 TAX L. REV. 7 (1946); Guterman, The New Clifford Regulations, 1 TAX L. REV. 
379 (1946). 
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trusts, for it should be apparent that if reservation of life income, pos- 
sibility of reverter, administrative control, comparatively short duration, 
or other factors are going to deprive the trust of the tax advantages of 
irrevocable trusts, the estate planner whose settlor desires to include any 
of the foregoing will be well advised immediately to direct his attention 
to some form of revocable trust. 


REVOCABLE TRUSTS 


The business advantages of a revocable inter vivos trust are many 
and in most instances obvious. As a matter of fact, the overwhelming 
majority of the numerous trusts currently being established as part of 
estate plans are revocable trusts. As suggested earlier, the revocable inter 
vivos trust is in many respects similar to, and is frequently an alternative 
for, a testamentary trust. Accordingly, it will be useful not only to con- 
sider the over-all advantages of a revocable living trust, but also to com- 
pare such a trust with its testamentary alternative. 

With an inter vivos revocable trust, the settlor has an opportunity 
during his lifetime and while he can still alter, amend, or revoke the 
trust, to see how the trustee functions and how, in all probability, the 
trust will be carried out after his death. This is one important respect 
in which such a trust is superior to a testamentary trust. 

A second advantage of a revocable trust is its continuity. Whereas 
a testamentary trust must be set up as part of the probate of the settlor’s 
estate with the inevitable delays attendant on the probate process, the 
living trust will continue in operation with no delay and a minimum of 
disturbance upon the settlor’s death. 

A third advantage of such a trust is its comparative economy. Not 
only are the initial costs, including drafting the trust instrument and fees 
of the trustee, relatively low, but the savings at and after the settlor’s death 
are also likely to be substantial because the trust corpus is not subject 
to probate. 

A fourth advantage is the privacy of an inter vivos trust. This may 
be significant either to protect against disclosure of the identity of par- 
ticular beneficiaries, e.g., the incompetent relative, or to avoid revealing 
important business information, both of which are frequently impossible 
in the probate court. 

A fifth advantage is the opportunity which such a trust presents for 
the settlor to select the law which he desires to govern the administration 
of his property. A number of states, for example, prohibit nonresident 
corporate trustees. This in effect limits the prospective corporate trustees 
of testamentary trusts to those in the state of the decedent’s domicile. By 
use of an inter vivos trust, on the other hand, the settlor can select a cor- 
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porate trustee anywhere. Frequently, too, a resident of a community prop- 
erty state may desire that his property not be administered under com- 
munity property rules. Or again, there may be tax advantages in the 
selection of a trustee in a state having no income tax. 

A sixth advantage is the relative certainty of an inter vivos revocable 
trust. Neither the alleged nor actual incompetence of the settlor will 
affect the administration of his property during his life nor is it likely 
to serve as a basis for upsetting the trust on his death, a lurking danger 
in all testamentary trusts. 

A seventh advantage, and probably the most important of all, is 
the extreme flexibility of a revocable trust. The settlor not only is in a 
position to take any necessary action to protect his own business or eco 
nomic interests, but he can also alter or amend the trust at any time to 
reflect changes in the identity or circumstances of the beneficiaries. 

While other incidental advantages may exist in specific instances, 
such as the freedom from attack by creditors ® or the protection against 
loss or dissipation in the later years of life, the desirability of an inter 
vivos trust over a testamentary trust in most instances is apparent. 

The most common type of a revocable living trust is the protective 
family trust. While the Revenue Act of 1948 has made certain technical 
variations desirable which will be discussed later,** the general pattern of 
such a trust is that the father sets it up placing the property in the hands 
of a competent trustee, reserving a life income and a right to veto invest- 
ment and other business judgments of the trustee, and the power to 
amend or revoke the trust. Usually he provides for a life income to his 
wife after his death and during her life or after her death also to his 
children, with remainders either to the children or grandchildren. The 
trustee is given broad powers to handle the trust in the interests of the 
beneficiaries, including the right to invade principal if necessary. 

The settlor may deposit in such a trust most of his securities and 
other investment assets and some of his life insurance policies, withhold- 
ing sufficient policies so that some can be used to supply ready cash if 
needed upon his death and some policies can be placed on option settlement 
for his wife. If, in addition, he executes a will specifying the distribu- 
tion of his personal effects and home real estate but providing that the 
residue of his estate shall be “‘poured over’’ to the trustees of the inter 
vivos trust for inclusion therein, a complete and highly satisfactory estate 
plan for the average individual will result. 


© See Gurnett v. Mutual Life Ins. Co., 356 Ill. 612, 191 N.E. 250 (1934); cf. 
Smith v. Northern Trust Co., 322 Ill. App. 168, 54 N.E.2d 75 (1944), in which a 
revocable trust into which the settlor had placed substantially all of his assets was set 
aside after his death to permit the widow to recover her statutory one-third interest. See 
also, 92 A. L. R. 282 (1934); 93 A. L. R. 1211 (1934). 


@ See p. 66 infra. 
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Two basic legal questions arise in connection with revocable trusts, 
the answers to which must be found for the appropriate jurisdiction before 
such a trust may be safely used as part of an estate plan. The first is 
whether a revocable trust effects a valid, subsisting, and immediate transfer 
of the corpus so as to eliminate any possibility of the trust being held to 
be testamentary in nature and thus invalid unless executed in conform- 
ance with the applicable Statute of Wills.** 

While the courts of some states have held that the reservation by 
the settlor of substantial control plus the power to revoke results in the 
trust being testamentary in character,°* the majority of the jurisdictions, 
including Illinois, recognize the validity of the trust as an inter vivos 
transfer, even though the settlor has reserved very broad powers and 
interests in the trust.®* 

The other basic question concerns the validity of a testamentary 
provision directing that the residue of an estate be transferred to the trus- 
tees of an inter vivos trust for inclusion in the corpus of the latter, or 
what is sometimes known as a “‘pour over’ from an estate into a living 
trust. While it has been suggested that such a transfer may be justified 
on the ground that the trust is an independent entity,®* the generally- 
accepted basis for such a provision is the traditional doctrine of incor- 
poration by reference. This appears to be the justification for such ‘‘pour 
overs” in IIlinois.** Accordingly, it is highly desirable in the drafting 
of a will that reference be made only to then-existing trusts. Further, the 
testator should be informed that any change in the trust must be ac- 
companied by a codicil to the will recognizing and incorporating the 
amendment. 


TAXATION OF REVOCABLE TRUSTS 


As a general observation, it can be said that as a result of amend- 
ments to the Internal Revenue Code and the decisions of the Supreme 
Court, the revocable living trust does not exist so far as federal taxes 
are concerned. In consequence, no gift tax is ordinarily payable at the 
time of creation of the trust, the income is taxable to the settlor whether 
distributed or not, and the corpus is includible in the decedent’s estate. 
While this may appear to detract from the desirability of creating such 


SILL. REV. STAT., c. 3, §§ 193-205 (1947). 

* See cases compiled in 1 SCOTT, TRUSTS § 57.2, 339-340 (1939). 

® People v. Northern Trust Co., 289 Ill. 475, 124 N.E. 662 (1919); Gurnett 
v. Mutual Life Ins. Co., 356 Ill. 612, 191 N.E. 250 (1934); Bergmann v. Foreman 
State Tr. and Sav. Bank, 273 Ill. Apg. 408 (1934). 

® See 1 SCOTT, op. cit. supra note 64 § 54.3, 293-300 (1930). 

* While the Supreme Court of Illinois has apparently never considered a case 
involving the incorporation by reference of a trust in a will, the doctrine of incorporation 
by reference is well established in Illinois with respect to wills. See Newhall v. Newhall, 
280 Ill. 199, 117 N.E. 476 (1917); Bottrell v. Spengler, 343 Ill. 476, 175 N.E. 
781 (1931); Eschmann v. Cawi, 357 Ill. 379, 192 N.E. 226 (1934). 
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trusts, it should be remembered that these tax consequences are substantially 
the same as when the settlor creates a testamentary trust while the living 
trust has all the economic and other advantages previously pointed out. 

While the foregoing general observations cover most situations, it 
will be apparent on even casual reflection and examination of the pertinent 
provisions of the Internal Revenue Code ** that innumerable gift, estate, 
and income tax questions may arise in connection with trusts which are 
not clearly irrevocable on the one hand and not clearly revocable on the 
other. 

The limitations of this symposium preclude any comprehensive analy- 
sis or discussion of the gift, estate, or income tax refinements with respect 
to those borderline trusts. A quick look at the applicable statutory pro- 
visions and a few specific cases, however, may give the reader a feel for 
the problems involved and serve as a background for further research in 
particular cases. 

Section 811(d) of the Internal Revenue Code ™ specifies that to the 
extent that a settlor at the date of death has either alone or in conjunction 
with any other person, the power ‘‘to alter, amend, revoke, or terminate, 
or where any such power is relinquished in contemplation of decedent’s 
death,”’ the estate tax shall apply. While this language is broadly con- 
strued to include any trust in which the grantor has the power in any way 
to alter the enjoyment of the property,” it does not include the power 
to make mere ministerial or managerial changes or the power to make 
decisions which cannot materially affect the beneficial interests in the 
trust.” 

So far as the income tax implications of these borderline trusts are 
concerned, as pointed out earlier, whether or not the income of a trust 
is taxable to the settlor depends on the applicability of Section 166 or 
167 of the Internal Revenue Code or the expanding scope of Section 22 (a) 
as interpreted in the Clifford’ and succeeding cases.7* The former two 
sections have been literally and strictly construed by the courts and re- 


® Particularly INT. REV. CODE §§ 166, 167, 811, and 1000. 

® Any reader desiring to investigate further into the tax possibilities and probabili- 
ties of such intermediate trusts will obtain valuable assistance by examining 1 POLISHER, 
op. cit. supra note 8 at 90-137, 360-406, 2 POLISHER, at 431-439, 447-449, 486- 
499; KENNEDY, op. cit. supra note 41 at 559-696. 

7 See Commissioner v. Estate of Holmes, 326 U.S. 480, 66 Sup. Ct. 257 (1946); 
Union Trust Co. of Pittsburgh v. Driscoll, 138 F.2d 152 (C.C.A. 3d 1943), cert. 
denied, 321 U.S. 764, 64 Sup. Ct. 521 (1944); Chickering v. Commissioner, 118 
F.2d 254 (C.C.A. Ist 1941), cert. denied, 314 U.S. 636, 62 Sup. Ct. 70 (1941). 

™ See Reinecke v. Northern Trust Company, 278 U.S. 339, 49 Sup. Ct. 123 
(1929); Dort v. Helvering, 69 F.2d 836 (App. D. C. 1934), cert. denied, 293 U.S. 
569, 55 Sup. Ct. 80 (1934); George F. Fiske Estate, 5 TCM 42 (1946); Oscar H. 
Perrin Estate, 3 TCM 225 (1944); Estate of Henry S. Downe, 2 TC 967 (1943), 
app. dism’d, (C.C.A. 2d 1944). 
™ Helvering v. Clifford, 309 U.S. 331, 60 Sup. Ct. 554 (1940). 
™ See note 57 supra. 

















































[ Vol. 1949 


66 ESTATE PLANNING 





quire no extended examination here, while the Clifford doctrine has been 
previously discussed. 

One technical observation concerning the application of the Revenue 
Act of 1948 to revocable trusts should be made. Inasmuch as the corpus 
will be includible in the settlor’s estate, the same considerations with re- 
spect to the marital deduction apply as in the case of testamentary trusts."* 
Accordingly, it is desirable taxwise to create two separate trusts, in at 
least one of which all of the income is payable to the widow for life, and 
over the corpus of which she is given an unlimited power of appoint- 
ment so that it qualifies for the marital deduction, while the ultimate 
distribution of the corpus of the second trust is either fixed by the settlor 
or the widow is given only a limited exempt power of appointment 
over it.75 

In short summary, the revocable inter vivos trust is already the most 
widely used trust device in estate planning and, as planners and settlors 
reconcile themselves to the elimination of tax advantages previously 
assumed to exist in connection with such trusts, will undoubtedly become 
even more popular. It has numerous economic, social, and legal advantages 
over the testamentary trust, for which in most cases it is a superior alterna- 
tive while taxwise it is no less advantageous. 


POWERS OF APPOINTMENTS 


“The power of appointment is the most efficient dispositive device 
that the ingenuity of Anglo-American lawyers has ever worked out.’’ 
This unequivocal approbation by one of the country’s leading authori- 
ties in the field of future interests should warrant the careful inspection 
of powers of appointment by every estate planner. 

Not only is the power of appointment an efficient device, but it can 
also be a comparatively simple technique which should be better under- 
stood by general practitioners and more widely used. 

The chief virtue of the power of appointment, of course, is that it 
enables the settlor to empower some person in whom he has confidence, 
such as his wife or a child, to determine the future distribution of income 
or corpus at a time frequently long after the settlor’s death and in the 
light of circumstances at the later time. 

While examples of the desirability and usefulness of such a power 
are almost endless, a brief description of its effectiveness in a few very 
common situations should suffice. 

Among the difficult questions which the grantor of a trust always 
faces at the time of creation are what provision, if any, he shall make 

™ See Miller, Transfers by Will, p. 81 infra. 


INT. REV. CODE § 812(e). 
® Leach, Powers of Appointment, 24 A. B. A. J. 807 (1938). 
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for possible surviving spouses of his children and whether or not he shall 
provide for equal remainders to his grandchildren. 


When the trust is set up, some of the settlor’s children may be mar- 
ried, others single. How the various marriages will work out is ob- 
viously uncertain. One son may die after the settlor but at a sufficiently 
early age so that his wife is left with minor children. A daughter may 
marry a husband with adequate resources so that even if she predeceases 
him, he will neither need nor want any part of her interest in the trust. 
Another son may outlive his wife but find that among his children— 
the settlor’s grandchildren—some are economically well off while others 
need financial assistance. Still another child may encounter marital diffi- 
culties after the settlor’s death and die either divorced or separated from 
his or her spouse. 

Obviously no settlor can hope directly to specify a pattern of dis- 
tribution which will adequately take care of even the contingencies just 
referred to, much less the almost infinite range of other possibilities, 

The use of a power of appointment, however, can go a long way 
toward solving this problem. If each of the grantor’s children is given a 
special or limited power of appointment to designate by will the distribu- 
tion of his share of the trust fund income and corpus as between his spouse 
and children, the pattern of ultimate distribution within that group can 
be determined in the light of later circumstances. Since ordinarily the 
settlor’s children will live twenty to thirty years longer than the settlor, 
the desirability of permitting them to specify the distribution after their 
death is apparent. 

It is obvious, of course, that innumerable variations or limitations 
of the special power just discussed are possible. Frequently a settlor will 
prefer to give an initial special power to his wife. If the settlor lacks con- 
fidence in the judgment of a particular child or if one is an incompetent, 
alternative arrangements will, of course, have to be made. Under ordinary 
circumstances, however, the proper use of a power of appointment will 
add greatly to the effective and efficient utilization of a trust over a com- 
paratively long period of time. 

The reader will have noted that the foregoing example referred to a 
“special” or ‘‘limited’’ power of appointment. There are, of course, two 
categories of powers of appointment, general and special, and the estate 
planner must understand the distinctions between them, particularly since 
substantial tax consequences depend on which is used. 

As the title indicates, a general power is unlimited and the holder 
may designate anyone, including himself, a beneficiary and give as broad 
or as narrow an interest as he may determine. A special or limited power, 
on the other hand, restricts the holder either in the persons he may desig- 
nate, the interest he may confer, or both. 
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It must be pointed out that for federal tax purposes, a power to 
appoint to a class of which the holder of the power is a member is con- 
sidered a general power although it is technically a special power of 
appointment. 

While the general power has some use in estate plans, the special 
power, both because it enables the settlor to exercise a desirable minimum 
degree of control over the future distribution of the trust and because of 
the tax advantages it enjoys over the general power, has become by far 
the more widely used. 

Before discussing the tax aspects of powers of appointment, it should 
be noted that an important legal question which must be borne in mind 
in creating such powers is the application of the Rule Against Perpetui- 
ties.”7 Apparently the fear of coming a cropper on this common law 
rule plus the fact that powers of appointment are slightly unorthodox 
in the traditional pattern of property rights has deterred many practitioners 
from making full use of this very effective device. 

If, however, the draftsman will remember that in the case of inter 
vivos trusts, the date for determining lives in being is the date of crea- 


tion of the trust (except in Delaware) and will limit the future interests 
accordingly, while at the same time impressing on the settlor that the trust 


must be amended if other children are born to him or if his marital status 
changes, occurrences which should always cause re-examination of a 
revocable trust in any event, the Rule Against Perpetuities need present no 
serious problems.”* 


TAX ASPECTS OF POWERS OF APPOINTMENT 


As in the case of other estate planning techniques, powers of ap- 
pointment involve the federal gift, estate, and income taxes. The first 
two of these were completely revised in their application to powers of 
appointment by the Revenue Act of 1942.7 In addition, the Revenue 
Act of 1948,°° providing for a marital deduction in connection with both 
the gift and estate tax, specifically limits such a deduction to powers of 
appointment meeting certain qualifications. 

The standards for powers of appointment which will qualify for 
the marital deduction are the same for both gift and estate taxes.** All 
of the following conditions must exist: 


™ For an excellent discussion of the Rule, see Leach, Perpetuities in a Nutshell, 51 
HARV. L. REV. 638 (1938). 

The importance of periodic re-examination of estate plans, particularly dccu- 
ments such as trusts and wills, cannot be over-emphasized. Amendments to the Internal 
Revenue Code, significant decisions of the federal or state courts, as well as changes in the 
families of the settlor or the beneficiaries, frequently necessitate amendment of the basic 
documents. 
® Pub. L. No. 753, 77th Cong., 2d Sess. (Oct. 21, 1942); 56 STAT. 798. 
© Pub. L. No. 471, 80th Cong., 2d Sess. (April 2, 1948). 
® INT. REV. CODE §§ 812(e), 1004 (a) (3). 
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1. The property subject to the power of appointment must 
pass from the settlor in trust, either through an inter vivos 
or testamentary trust. 

2. Under the terms of the trust, the surviving spouse must be 
entitled for life to all of the trust income, which income 
must be payable at least annually. 

3. The surviving spouse must have the power to appoint the 
entire corpus free of the trust to a class which includes the 
surviving spouse or his or her estate. 


4. Such power of appointment must be exercisable by the sur- 
viving spouse alone and may not be subject to termination 
by any other person. 

5. No other person may have any power to appoint any part 
of the corpus to any person other than the surviving spouse. 


If the power of appointment meets the foregoing qualifications, the 
gift or bequest is eligible for the marital deduction. 

This means that, so far as the gift tax is concerned at the time of 
creation of a living trust, if a qualified power of appointment to the 
settlor’s spouse is included, one-half of the value of the property subject 
to the power of appointment will be deducted from the value of the gift 
for gift tax purposes. Other than-(1) such a qualified power of appoint- 
ment to a spouse, (2) a reservation by the settlor of a general power of 
appointment (which results in the trust being in effect a revocable trust 
since the settlor may appoint himself), or (3) a reservation by the settlor 
of a power to alter, amend, revoke, or terminate, the inclusion of a power 
of appointment in an inter vivos trust will not affect the gift tax on cre- 
ation of the trust. Accordingly, the general principles discussed earlier 
in connection with the gift tax on irrevocable and revocable trusts will 
be applicable even if a power of appointment to a person other than the 
settlor or his spouse is included, for the test of gift tax application is the 
extent of the present gift.*? From the settlor’s point of view, a power 
given another person to direct the future distribution of the corpus or 
income of a trust does not diminish the settlor’s gift at the time of crea- 
tion of the trust. 

A much more difficult tax question arises in connection with the 
release or exercise of a power of appointment. 

The 1942 revision of the gift tax, as related to powers of appoint- 
ment, specifically provides that ‘An exercise or release of a power of 
appointment shall be deemed a transfer of property by the individual pos- 
sessing such power.” ** The only exceptions to this general provision 


® See pp. 52 and 64 supra. 
SINT. REV. CODE § 1000(c). 
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making the exercise or release of powers of appointment subject to gift 
tax are as follows: 


1. A power to appoint within a limited class which does not 
include any persons other than the spouse of the holder of 
the power, the spouse of the grantor of the power, descend- 
ants (including adopted and illegitimate descendents) of 
either the holder or the grantor of the power or their spouses, 
except that the holder of the power may not be included 
even though a descendant of the grantor, and the charitable, 
educational, etc., donees described in Sections 1004 (a) (2) 
and (b) of the Internal Revenue Code, and 

2. A power to appoint within a restricted class if the holder of 
the power has no interest in the property and if the power 
is not exercisable to any extent for the benefit of the holder 
of the power, his estate, creditors, or the creditors of his 
estate.®* 


While the 1942 amendments substantially reduce the types of 
powers exempt from gift tax, the foregoing two categories utilized with 
a little ingenuity are adaptable to a surprisingly large number of situations. 

A very serious problem, however, exists in the application of Section 
1000(c) to family trusts. Typically such trusts empower the trustee to 
invade the corpus if necessary to provide adequate annual income for the 
widow of the settlor or to accumulate a portion of the annual income 
if it is greater than the widow requires. If the trustee, frequently a son 
or daughter, likewise has an interest in the remainder or in a subsequent 
life estate, the Treasury takes the position that because of the trustee’s 
interest, his exercise of either the power of invasion or the power of 
accumulation is the exercise of a power of appointment not within the 
two exempt categories. As a result, any invasion of the corpus, for example, 
is considered a taxable gift to the extent of the trustee’s pro rata interest 
in the remainder. As the statute now reads, therefore, in order to avoid 
gift tax, the power of invasion or accumulation may be invested only | 
in a disinterested trustee. 

One way of accomplishing this is to designate co-trustees, one of 
whom has no interest in the trust, with the specific provision that all 
powers to alter the distribution of income or corpus to the life tenant or 
life tenants shall be exercised solely by the disinterested trustee. 

The limitations established by the 1942 amendments are applicable 
to the exercise of powers of appointment after January 1, 1943, even 
though created prior to October 21, 1942, the date of enactment of the 
Revenue Act of 1942. Congress, however, has specifically exempted from 


* INT. REV. CODE § 1000(c). 
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gift tax the release prior to July 1, 1949,** of any power of appointment 
other than one reserved by the settlor of the trust if the power was created 
prior to October 21, 1942.%* 


It is apparent from the foregoing discussion that there is need for 
further clarification of the gift tax aspects of powers of appointment, and 
further legislation may be anticipated on the subject. As things now 
stand, however, the only safe course of action is to limit any power of 
appointment so as to bring it within the two exempt categories previously 
discussed, remembering all the while that a power to terminate, invade 
corpus, or accumulate income may constitute a power of appointment even 
though not expressly worded as such. 

The estate tax, like the gift tax, has a dual aspect in its application 
to powers of appointment, presenting questions both as to the grantor of 
the power and as to the donee of the power. 

With respect to the grantor, who is ordinarily the settlor of the 
trust, it has already been noted that a reservation by him of a general 
power of appointment results in the trust being in effect revocable and that 
the reservation by the settlor of the power to alter, amend, revoke, or 
terminate the trust likewise results in the corpus being taxed as part of 
his estate.*? On the other hand, as in the case of the gift tax, the creation 
of a power in a person other than the settlor or his spouse will ordinarily 
not affect the application of the estate tax to the trust at the settlor’s death. 

As already indicated, the Internal Revenue Code was revised in 1942 
so far as the application of the estate tax to the holder of a power of 
appointment is concerned. Section 811(f) now provides that there shall 
be included in the gross estate of a decedent the value of any property 
with respect to which the decedent (a) had at the time of his death a 
power of appointment, (b) had at any time exercised or released a power 
of appointment in contemplation of death, or (c) had at any time exer- 
cised or released a power of appointment by a disposition intended to 
take effect in possession or enjoyment at or after his death, or by a dis- 
position under which he retained for life or any period which did not 
in fact end before his death (1) the possession or enjoyment of, or the 
right to, the income from the property or (2) the right, either alone or in 
conjunction with any person, to designate the persons who were to pos- 
sess Or enjoy the property or the income therefrom, except in case of a 


% Revenue Act of 1942, § 452(c), as amended by Pub. L. No. 635, 80th Cong., 
2d Sess. (June 12, 1948). 


® Specific legislation authorizing the release of general as well as special powers of 
appointment have been enacted in most states, including Illinois. See House Bill 403, 
Ill. Laws 1943, p. 6, effective May 25, 1943, ILL. REv. STAT., c. 30, §§ 177-182 
(1947). 


* See p. 65 supra. 
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bona fide sale for an adequate and full consideration in money or money’s 
worth.* 

The only exceptions to the foregoing general provisions are limited 
or special powers falling within the same categories previously outlined 
in connection with the gift tax.*® While it may be anticipated that Con- 
gress will sooner or later provide somewhat broader categories of exempted 
powers, as things now stand, the warning previously expressed in con- 
nection with the gift tax must be here repeated. Readers are urged, so 
far as possible, to limit any powers strictly to the exempt categories. There 
are, of course, circumstances in which a general or other non-exempt 
power must be used to accomplish the settlor’s purposes, in which event 
the tax consequences must be accepted. 

With respect to powers created prior to October 22, 1942, if the 
holder of the power died before July 1, 1949, without exercising the 
power or if he was under a legal disability to release the power at his 
death or if such disability was not removed more than six months before 
his death, Congress has exempted the power from the application of the 
estate tax. Similarly, any power created before October 22, 1942, which 
has been released by the holder prior to July 1, 1949, or within six 
months after the removal of any disability which existed as of October 
21, 1942, is likewise exempt.” 

Frequently in considering the estate plan of a holder or donee of a 
power of appointment, the question arises as to whether it would be wise 
to exercise the power by creating another power. If the future family 
pattern is so uncertain as to make a specific exercise of the power inadvis- 
able, it may be worth the tax price to exercise it by creating another power. 
To the extent that a power is so exercised, however, even though an other- 
wise qualified and exempt power, the property made subject to the new 
power is taxable in the estate of the holder of the first power.” 

Generally, therefore, it is wise to exercise the power, either by making 
an outright appointment of the property or, better still, by giving a life 
interest and a remainder. The latter technique has considerable tax attrac- 
tion. If the original settlor confers a qualified limited power upon a son, 
for example, specifying that subject to the limitations of the Rule Against 
Perpetuities, the son shall have the power to appoint a life interest and 
remainder, the son may appoint a life estate to his spouse and remainders 
to their children with only one tax, either the gift tax at the time of cre- 
ation of the original trust if it is an irrevocable trust or the estate tax at 
the original settlor’s death, being payable on the three-generation transfer 
effected. 


See U. S. Treas. Reg. 105, § 81.24 (1942). 

® See p. 70 supra. 

© Revenue Act of 1942, § 403(d), as amended by Pub. L. No. 635, 80th Cong., 
2d Sess. (June 12, 1948). 
“INT. REV. CODE § 811(f) (2). 





























Spring ] INTER VIVOS TRANSFERS: TRUSTS 73 





It will be seen from the foregoing discussion of the gift and estate 
tax aspects of powers of appointment that as a result of the amendments 
effected by the 1942 Revenue Act, any powers created currently must be 
carefully drawn. In addition, in the absence of further legislation, certain 
desirable powers cannot be created without incurring tax penalties. On 
the other hand, even with the limitations imposed by the 1942 Act, the 
area in which powers of appointment may be profitably utilized is still 
large, and estate planners should give careful consideration to their use. 

Finally, there remains the question of the application of the federal 
income tax to grantors and donees of powers of appointment. 

It is immediately apparent, of course, that particularly with respect 
to grantors of powers of appointment, we are back to the application of 
Sections 166 and 167 of the Internal Revenue Code plus the Clifford 
doctrine, all of which have already been generally discussed.* 

A brief examination of the sections and the Clifford doctrine in their 
specific application to powers of appointment will, however, be helpful. 
For example, while the reservation by the settlor in an inter vivos trust 
of the power to appoint the corpus of the trust by will clearly makes it 
includible in his estate for estate tax purposes,** it is not considered a power 
to revest under Section 166 so as to make the income taxable to the 
settlor.** 

Conversely, a power to revest title to the corpus in the grantor held 
by a person not having a substantial adverse interest in the disposition 
of the corpus or income subjects the grantor to income tax under Section 
166, yet the corpus is apparently not includible in the settlor’s estate 
if the power of revestment or revocation is in any person other than the 
settlor, regardless of whether such person has an adverse interest or not.” 


There are a number of other reserved powers which will cause the 
income to be taxed to the settlor. If, for example, the corpus may be 
invaded for the benefit of the grantor, either by his action alone or in 
conjunction with a nonadverse trustee, the trust is considered revocable 
and under Section 166 the income is taxable to the settlor.®” 


* See p. 59 supra. 

* Millard v. Maloney, 121 F.2d 257 (C.C.A. 3d 1941), cert. demied, 314 U.S. 
636, 62 Sup. Ct. 100 (1941); Adriance v. Higgins, 113 F.2d 1013 (C.C.A. 2d 1940). 

* Commissioner v. Bateman, 127 F.2d 266 (C.C.A. Ist 1942); Commissioner 
v. Brown, 122 F.2d 800 (C.C.A. 3d 1941); Knapp v. Hoey, 104 F.2d 99 (C.C.A. 
2d. 1939). 

See Clair R. Savage, 4 TC 286 (1944). 

© See Herzog v. Commissioner, 116 F.2d 591 (C.C.A.2d 1941); Hugh M. Beug- 
ler Trust, 2 TC 1052 (1943), affd. sub. nom. Commissioner v. Irving Trust Co., 147 
F.2d 946 (C.C.A. 2d 1945). 
7 U.S. Treas. Reg. 111, § 29.166-2 
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The income is also taxable to the grantor if he reserves the right to 
direct the disposition of the income or to alter or amend the provisions 
of the trust with respect to the income beneficiaries.°** On the other hand, 
where the right to change the distribution is limited to a reallocation 
among named beneficiaries without the right either to introduce new bene- 
ficiaries or to eliminate present beneficiaries and where the grantor is not 
the trustee and holds no administrative powers, the income has been held 
not to be taxable to the settlor.* 

The power to direct the disposition of income is, of course, one of 
the significant factors which the Treasury Regulations hold to be sufficient 
in and of itself to cause the grantor to be taxed on the income.?% What 
factor or combination of factors will result in the grantor being deemed 
a substantial owner of the trust corpus and, therefore, subject to tax on 
its income is, of course, the question raised by the Clifford case, the sub- 
sequent lower court decisions, and the Treasury Regulations previously 
discussed. As indicated earlier, the Regulations are very broad. The only 
reserved powers to affect the disposition of income which under the Regu- 
lations do not make the income taxable to the settlor are (1) those exer- 
cisable only by will, (2) those limited to appointment among charitable 
beneficiaries, (3) those exercisable by independent, though not neces- 
sarily adverse, trustees, and (4) those exercisable by the grantor or de- 
pendent or related trustees within limited groups or for limited periods 
of time.? 

Again the limitations of this symposium prevent a comprehensive 
examination of the application of the income tax to powers which bring 
the trusts involved close to the borderline between revocability and irrev- 
ocability, as those terms are used herein. The few examples which have 
been considered, however, should make it apparent that the creation of 
such powers and such trusts is risky business. 


It is far better to reserve broad powers to the settlor of a trust under 
which he may revoke, amend, alter, or otherwise deal with the corpus or 
income and pay the attendant income and estate taxes than it is to limit 
the grantor’s powers in an effort to shade the tax line, only to find later 
that the anticipated tax savings are illusory and the settlor is both subject 
to tax and subsantially restricted in his powers with respect to the trust. 


In summary, trusts and powers of appointment are among the most 
effective and important techniques available to estate planners. Unfor- 
tunately, they are insufficiently understood and as a result are not as 


* Commissioner v. Buck, 120 F.2d 775 (C.C.A. 2d 1941). 

*® Hawkins v. Commissioner, 152 F.2d 221 (C.C.A. 5th 1945). (Note that the 
decision was by a divided court.) 

1 U.S. Treas. Reg. 111, § 29.22 (a) -21(d). 

11 Thid. 
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widely utilized as their merits warrant. It should be apparent even from 
the necessarily brief consideration of inter vivos trusts and powers of 
appointment presented herein that the economic and social advantages of 
both are substantial. In addition, while in the past two decades the tax 
advantages have been reduced, there are, nevertheless, a number of cir- 
cumstances in which either an inter vivos trust or a power of appointment 
or both will permit tax savings as well as providing the most efficient 
and effective means for disposing of the settlor’s estate. 








TRANSFERS BY WILL 


BY MIDDLETON MILLER* 


IN ANY CO-ORDINATED ESTATE PLAN or design for disposition 
of an individual’s property, the place of the will draftsman should be 
secure. Many people have occasion to make lifetime transfers of property, 
perhaps more have insurance issued on their lives, but few who own sub- 
stantial property die without making a will. Dying intestate may no 
longer be a crime,’ but it is nevertheless exceedingly unwise. Apart from 
the not inconsiderable privilege a will affords of appointing as executor 
an individual with intimate knowledge of one’s affairs or a skilled pro- 
fessional fiduciary, or both, few persons would select the scheme of intestate 
distribution as their own. Moreover, plans for complete disposition before 
death, no matter how carefully formulated, invariably “‘come a cropper”’; 
the south forty acres, or some other windfall, always comes to hand at 
an awkward time. There is no adequate substitute for the ambulatory will. 

A will writer has a decided edge over lawyers dealing with inter 
vivos instruments of transfer. His client can and should think of death 
taxes with impunity. But the degree to which tax consideration should 
be allowed to control the making of a will is a different matter. Admirers of 
one probate lawyer of comparatively recent fame insist he steadfastly refused 
until death to recognize that a federal estate tax law had been enacted.’ 
At the other extreme, an active and prosperous breed sing the advantages, 
for a substantial fee, of “estate plans,’’ chiefly on the basis of an assumed 
saving in taxes of their plan over a tax computed on an outright gift of 
all property to the surviving spouse with, of course, the early death of 
said spouse. It should come as a surprise to none that a median approach 
is here advocated. Competent draftsmen will first find out the wishes 
of their potential testators and then try to discover how closely the 
enormous toll of death taxes will permit these wishes to be effected. Con- 


* MIDDLETON MILLER. A.B. 1929, Princeton University; LL.B. 
1932, Harvard University; member of the firm of Sidley, Austin, 
Burgess and Harper, Chicago, Illinois. 


* The French once regarded intestacy as a crime because of omission to give to the 
church. 1 BOUVIER, LAW DICTIONARY 662 (11th ed. 1866). Apart from similar con- 
siderations of social conscience, gifts to charity now have other advantages. See discussion 
at pages 91-93 infra. 

* The first federal estate tax law was enacted in 1916 with a maximum rate of ten 
percent over $5,000,000. Revenue Act of 1916, § 201, 39 STAT. 777 (1916). The 
law was no more than a police measure to promote uniformity in state death duties until 
the 1932 Act which imposed a maximum rate of forty-five percent. Revenue Act of 1932, 
§ 401, 47 STAT. 243 (1932). 
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gress, in enacting the Revenue Act of 1948 * with its community prop- 
erty or ‘‘marital deduction’’ principle, has given a frequently effective 
tool to gain at least a closer approximation. 


THE MARITAL DEDUCTION AND FEDERAL 
EsTATE TAX POSTPONEMENT 


For the first time since the initial federal estate tax enactment, the 
Congress has appreciably checked the impetus of this social measure * 
designed to speed the breaking up of concentrations of wealth. The allow- 
ance of a marital deduction * for gifts to a surviving spouse within nar- 
rowly prescribed limits permits postponement of the full impact of the 
federal estate tax burden in many instances. Since this deduction admit- 
tedly is designed to place citizens of community property and common 
law states on an equal footing and the surviving spouse’s share in com- 
munity property is subject to federal estate tax upon subsequent death, 
allowance of the marital deduction is intended only if the marital prop- 
erty will be similarly taxable in the surviving spouse’s estate.° Recogni- 
tion of this goes far to explain numerous technical provisions of the Act, 
particularly the concept of terminable interests and its exceptions. 

With respect to wills, three. formal aspects of the Act have chief 
importance. First, the marital deduction obviously is available only for 
the estate of a person who leaves a surviving spouse. However, there 
appears to be no curb on successive spouses. Second, its maximum amount 
is limited to fifty percent of the adjusted gross estate’ but cannot exceed 
the value of qualified assets included in the federal estate tax gross estate 
passing * from the decedent to the surviving spouse. Third, only certain 
types of interests in property qualify for the deduction. Most important 


Pub. L. No. 471, 80th Cong., 2d Sess. (April 2, 1948) (passed over the Presi- 
dent’s veto). Hereafter often referred to as the ‘‘Act.”’ 

“See President Roosevelt’s message to Congress, H.R. REP. NO. 1681, 74th Cong., 
Ist Sess. 2 (1935). 

SINT. REV. CODE § 812(e). 

* SEN. REP. (Senate Finance Committee) No. 1013, pt. 1, 80th Cong., 2d Sess. 
26-28 (1948). 

TINT. REV. CODE § 812(e) (1) (H). The adjusted gross estate is the gross estate 
less funeral and administration expenses, claims, indebtedness on property, and awards for 
support. Id. §§ 812(b) and 812(e) (2) (A). Additional somewhat fancy rules for 
elimination of community property should evoke small interest in common law states. 

8 The marital deduction is available for property other than that passing by will. 
The transmission concept is broad and also includes intestate succession, dower, statutory 
interest obtained on renunciation, joint ownership with right of survivorship, powers of 
appointment and transfers in default, and proceeds of insurance upon the decedent's life. 
INT. REV. CODE § 812 (e) (3). 
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in this regard are outright fee interests® and interests in ‘qualifying’ 
trusts. A qualifying trust is one which meets the following tests: The 
surviving spouse (a) is entitled for life to all the income from corpus 
of the trust payable at least annually and (b) has the right alone and 
in all events to appoint the entire corpus free of trust, either during life 
or at death, in favor of the surviving spouse or his or her estate, and no 
one else has power to defeat such right. 

To apprehensive draftsmen the foregoing rules fairly bristle with 
problems. Fortunately, the regulations?® which the Treasury Depart- 
ment proposes to promulgate display a liberal and sensible construction 
of the law and if adopted," should allay much of the initial uneasiness. 
Under the proposed regulations most of the customary provisions of 
modern will trusts are acceptable for a qualifying trust.1* The surviving 
spouse may be made the life beneficiary of the entire net income, and this 
will satisfy the statutory requirement of “‘all the income from the corpus 
of the trust.” The proposed regulations generously concede the test is 
met “‘if the effect of the trust is to give her substantially that degree of 
beneficial enjoyment of the trust property during her life which the prin- 
ciples of the law of trusts accord to a person who is unqualifiedly desig- 
nated as the life beneficiary of a trust.” ?* Even express provision for 
distribution of income at least annually is unnecessary in the absence of 
circumstances from which a right to accumulate may be inferred. Despite 
an oblique reference in the Senate Finance Committee report,’* capital 


* The terminable interest rule of § 812 (e) (1) (B) has limited practical importance. 
If the surviving spouse obtains the decedent's entire interest in the property, it qualifies, 
even though a terminable one: e.g., a patent, a lease, or a callable bond. However, the law 
and regulations should be scrutinized carefully wherever the decedent has at any time con- 
veyed to another an interest in the particular property. A direction to a fiduciary to pur- 
chase a terminable interest, such as an annuity, will defeat the marital deduction pro tanto. 
INT. REV. CODE § 812 (e) (1) (B) (iii). 

© Amendment to U.S. Treas. Reg. 105 proposed by the Commissioner of Internal 
Revenue on November 6, 1948, and hereinafter referred to as ‘‘proposed regulations.” 

“% Adoption of these regulations substantially as proposed now seems probable. A 
reminder that even regulations, once adopted, can be amended by the Treasury Department 
or held invalid by courts should be superfluous. Careful draftsmen will continue to weigh 
the advantages to be gained by insertion of questionable provisions which depend solely 
upon the proposed regulations for their ‘‘marital deduction” effectiveness. 

* Provisions included in the franked group are Illinois spendthrift trust, facility of 
payment, amortization of bond premium, treatment of stock dividends as principal, invest- 
ment in undivided assets, general powers of investment without specific deletion of ‘‘ter- 
minable interests,’ and life use of property. Even addition of income to principal for the 
terminable death period is permissible if the spouse has power to appoint such income. 
Proposed regulations, § 81.47(c). Not so satisfactorily answered for the present, in 
Illinois at least, are powers dealing with unproductive property. Exclusion of unproductive 
property from a marital deduction trust appears advisable at this stage. Proposed regula- 
tions, § 81.47 (c); cf. ILL. REV. STAT., c. 30, § 170 (1947). 

8 Proposed regulations, § 81.47 (c). 

%* The Senate Finance Committee Report states that the term ‘“‘income’’ is used in 
the same sense as in § 162 of the Internal Revenue Code relating to income of estates and 
trusts, which, carried to its literal conclusion, would include capital gains in income. SEN. 
REP. No. 1013, pt. 2, 16-17, note 6 supra. 
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gains may be considered as part of principal in accordance with con- 
ventional law. 

However, it may be prudent to omit an express power in the trustee 
to determine how receipts and disbursements are to be allocated between 
principal and income and rely on the Illinois Uniform Principal and 
Income Act. While the proposed regulations expressly permit such a 
power, permission is qualified by the requirement that ‘‘local courts will 
impose reasonable limitations on the exercise of such powers.’’** Some 
lawyers may still fear the Commissioner will lack the requisite confidence 
that Illinois courts will curb license in the exercise of such power.** 

As it now gradually becomes clear that a marital deduction may 
be successfully claimed with more certainty than may be predicted for a 
Section 722 excess profits tax refund application, there remains the burn- 
ing question of how much, if any, of the maximum marital deduction 
to claim. This stage assumes prior assembly of all necessary data. The 
potential testator’s assets transferable by will have been made known, 
their value at date of death accurately predicted, insurance analyzed, all 
inter vivos transfers disclosed, and the Commissioner’s attitude as to 
their taxability at death unerringly foretold. Nor have any taxable 
joint interests been overlooked. Similar facts have been obtained for the 
spouse. 

Assuming the accuracy of the “‘base’’ so ascertained, the optimum 
marital deduction is then a mere matter of simple calculations of tax on 
varying assumptions of amounts of marital deduction claimed. “Simple” 
can be a relative term.?” The chief computation bugaboo is the impact 
of the Illinois inheritance tax which, on occasion, can have startling 
effect.1* Since the federal estate tax is deductible for Illinois inheritance 


* Proposed regulations, § 81.47 (c). 

** For example, the Supreme Judicial Court of Massachusetts, in a trust construc- 
tion proceeding set against the background of a probable federal tax ‘‘angle,”” held that 
such a power permitted distribution of capital gains to the income beneficiary. Dumaine v. 
Dumaine, 301 Mass. 214, 16 N.E.2d 625 (1938). Capital gains are not ordinarily 
distributable income under either Massachusetts or, presumably, Illinois law. See Williams 
v. Milton, 215 Mass. 1, 11, 102 N.E. 355, 359 (1913); cf. Long v. Rike, 50 F.2d 124 
(C.C.A. 7th 1931). Even should Illinois courts concede, with the Dumaine case, that 
such trustee discretionary power is not limited to penumbra cases but permits reversal of 
ordinary law concepts, it does not necessarily follow that conventional income, such as 
bond interest, for example, can be added to principal. To supply an epithet, such action 
might be deemed arbitrary by Illinois courts. 

” Aids for such laborious exercises have appeared and doubtless will multiply. Tax 
Planning for Husbands and Wives Under the Revenue Act of 1948 (CCH 1948) dis- 
plays an impressive array of tables calculated to satisfy the insatiable. A Chicago corporate 
fiduciary offers a slide rule calculator which supplies convenient rough approximations 
(unless your proposed will disposition is too dissimilar for Illinois inheritance tax purposes 
from that of the rule’s assumptions) . 

** The Illinois inheritance tax heaps additional uncertainty on this already infirm 
structure, for due to the method of taxation of contingent interests, its calculation alone 
depends upon assumptions as to age, number, and identity of the beneficiaries. Page 89 
infra. 
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tax purposes, reducing the federal tax through enlarging the marital deduc- 
tion serves to increase the Illinois tax. This effect is heightened since reduc- 
tion of the federal tax also reduces the so-called eighty percent credit 
for which the Illinois tax paid may be applied. State death taxes, hereto- 
fore often ignored in planning for larger estates, again assume serious 
importance. 

From this arithmetical welter, any generalization has doubtful valid- 
ity. The greatest initial postponement or potential saving occurs through 
use of the maximum deduction unless, of course, the remaining taxable 
estate is within the $60,000 federal estate tax exemption. If both spouses 
have property, claiming less—frequently very much less—than the full 
marital deduction produces the least combined death taxes (assuming 
the property is not dissipated during the lifetime of the survivor). The 
same is probably true where the surviving spouse has no other property— 
again on the assumption that the estate is not so small that the $60,000 
exemption factor has a controlling effect. 

Fortunately for harassed lawyers, the advocated initial approach 
to the problem from a standpoint other than maximum tax saving often 
can obviate the necessity for elaborate calculation estimates. If it is 
deemed dangerous or distasteful to permit the surviving spouse control 
of principal—antipathy toward sharing an estate with a supplanting 
husband is not unknown—that settles the matter.”° At the other extreme, 
problems of liquidation and raising tax cash are frequently so onerous 
that use of the maximum marital deduction is imperative. Factors affecting 
such decision usually include the surviving spouse’s need for the additional 
income which may be earned on property equivalent in value to the 
‘postponed tax money,” other sources of funds available to the surviving 
spouse, the income tax effect on these combined sources, opportunities for 
diversion or consumption of the marital deduction property prior to the 
death of the surviving spouse, and the age and health of the spouse, as 
well as the value of his or her separate property. 

After the decision as to amount is reached, the method of exercise 
presents fewer problems. Of course, it is necessary to determine the value 
of “‘qualified’’ taxable property already disposed or to be disposed of out- 
side the will—by inter vivos transfer, joint interests, or insurance. Those 
with half an eye for death taxes will readily discern that taking up by will 
the slack in excess of fifty percent of the adjusted gross estate is prodigal 
with tax money. 

Unless the will maker insists (and there are, unfortunately, instances 
when he does so with perfect propriety), marital deduction property, 
outright or in trust, should be left net of taxes. As only the value of the 


* INT. REV. CODE § 813 (b). 
® The surviving spouse must have the absolute power to control principal, at least 
at death. Page 78 supra. 
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property actually passing to the surviving spouse is included, charging 
taxes on such property and the interplay of state and federal taxes leaves 
a situation annoying to compute.”* 

If outright disposition is desired, do it forthright and simply. Per- 
haps a word of caution on common disaster provisions is appropriate. 
Since property received from the spouse does not swell the credit for prop- 
erty previously taxed and a conditional survivorship clause not exceeding 
six months does not defeat the marital deduction, inclusion of such a 
clause would appear appropriate in the case of outright gifts.” 

Gifts in trust by will should, if anything, increase in frequency 
with the advent of the marital deduction. If in pre-marital deduction 
times, property would have been placed in trust for the benefit of the 
surviving spouse for purposes of expert management, protection, or relief 
from care, such reasons still obtain. And even if avoidance of successive 
generation taxes played a leading role (sotto voce), such objective still 
calls for a qualified marital deduction trust. As long as a surviving spouse 
is given a general power of appointment, a carefully planned gift in 
default to the probable objects, even hedged with trust conditions fre- 
quently regarded as desirable, does not defeat the marital deduction under 
the proposed regulations.** Furthermore, if this power is not exercised 
at the death of the surviving spouse, the property is not again taxable 
for Illinois inheritance tax purposes ** as it would be if given outright, an 
advantage not to be brushed off lightly. 

While a general power of appointment in the surviving spouse, 
exercisable at least by will, is necessary for a qualified marital deduction 
trust, additional powers in the spouse to appoint during lifetime ** or 
powers in the trustee to distribute principal to the surviving spouse do not 


*t See page 79 supra for interrelated effect of state and federal taxes. Presumably, the 
trick may be accomplished by an appropriate adaptation of Greeley’s formula. CCH FED. 
Est. & GIFT TAX SERV. J 3531.75 (1946). Better still, wait until death and ask the 
Commissioner for a computation pursuant to his kind offer. See | (G), supplemental 
instructions to U.S. Treas. Dept. Form 706MD. 


# INT. REV. CODE § 812(c) and (e)(1)(D). The survivorship clause is un- 
necessary for the ordinary marital deduction trust unless loading of the estate of the sur- 
viving spouse is appreciably more costly than inclusion in the estate of the predeceasing 
spouse. 

* Proposed regulations, § 81.47 (c). 

* People v. Cavenee, 368 Ill. 391, 14 N.E.2d 232 (1938). 

% An entrancing field of speculation is presented by the possibility of inter vivos 
exercise by a surviving spouse of a special power of appointment over the qualified trust 
property, in favor of children, for example, and thus disposing of the marital trust property 
free of tax. Such exercise would literally appear not subject to gift tax. INT. REV. CODE 
§ 1000 (c). In view of the express congressional intent to subject the marital deduction 
property to an estate tax in the estate of the surviving spouse, it is almost a foregone con- 
clusion that the attempt will fail. SEN. REP. No. 1013, pt. 1, 28. Perhaps the simplest 
plug of this tax escape avenue is to regard the exercise of such inter vivos special power a 
release pro tanto of the required general testamentary power which, of course, would 
constitute a taxable gift under § 1000(c). 
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defeat the marital deduction.** Other things being equal, any invasion 
of principal for the benefit of the surviving spouse should be made first 
from the marital deduction trust. 

The manner of expression of the determined amount does not com- 
mand unanimity of opinion. An impressive school advocates that quali- 
fied property, specifically described, be selected or, failing that, a dollar 
amount expressed. However, diffidence as to ability to foresee the values 
at death understandably leads to attempts to express the marital deduction 
in terms of a formula. On the assumption that the maximum marital 
deduction is desired, a primitive expression of a formula marital trust 
deduction (an outright formula deduction is easily adaptable) might 
read as follows: 


If my wife shall survive me, I devise and bequeath to my 
brother, HECTOR, and OLD FIDELITY TRUST COMPANY, 
to be held as a separate trust fund upon the trusts and conditions 
hereinafter set forth in this Article, an amount equal to fifty per- 
cent (50%) of the value of my adjusted gross estate as finally deter- 
mined for federal estate tax purposes, less the aggregate value of any 
property or interests in property which passes or has passed from me 
under any provision of this Will other than this Article, or by opera- 
tion of law or otherwise, and which is allowed as a part of the mari- 
tal deduction under the provisions of Section 812(e) of the Internal 
Revenue Code or corresponding provisions of any federal estate 
tax law which may be in effect at the time of my death. My Execu- 
tors shall have power in their sole discretion to satisfy the bequest 
made in this Article either wholly or partly in cash or kind, including 
real estate or any interest therein, but exclusively from assets with 
respect to which a marital deduction is allowable for federal estate 
tax purposes, and the value of any asset so used shall, for the pur- 
pose of satisfying such bequest, be deemed to be the value finally 
determined for inclusion of such asset in my estate for federal estate 
tax purposes. 


Objections to such a clause are readily apparent.?” Perhaps the only un- 
surmountable one is the impossibility of explaining gibberish of this 
order to a client. Too great difficulty should not attend importation of 
the tax phrase “‘adjusted gross estate’’ into a document interpreted under 
local law. Pleasant or not, executors and even state courts have to deal 
with the impact of federal taxes, and ‘‘adjusted gross estate,’’ when finally 
determined qua a particular estate, should be as certain as many a phrase 
successfully employed in wills. Postponement of the time when the 


* Proposed regulations, § 81.47 (c). 
* For a recent expression of the opposing view, see Gutkin and Beck, Will Clauses 
and the Marital Deduction, 26 TAXES 1009 (1948). 
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amount comprising the gift can be ascertained also has its drawbacks, 
but any residuary estate of a wealthy decedent who died just prior to 
the 1948 Act was in any realistic sense equally indeterminate where 
death taxes were required to be paid out of the residue. The “formula” 
approach is not an altogether unhappy one. ; 

The surviving spouse’s statutory rights should no more be over- 
looked now than in a pre-1948 will. If a surviving spouse renounces, 
the property taken on renunciation—if otherwise qualified—is eligible 
for the marital deduction.”* Should the claimed marital deduction be 
so small that when viewed in conjunction with other benefits provided, 
the spouse’s share is less than the statutory provision, the very existence 
of the right to marital deduction with reduction in taxes attendant upon 
renunciation may prove an additional and decisive incentive to renounce.” 


PROVISION FOR PAYMENT OF TAXES AND 
EXPENSES OF ADMINISTRATION 


Certainly one of the most perplexing problems which often confronts 
an executor is the question of apportionment of death taxes.*° Yet in 
the preparation of wills, such potentialities frequently receive scant con- 
sideration. Difficulty is caused primarily by the federal estate tax which 
often includes in the measure of the tax transfers of property which does 
not pass under the will. 

No satisfactory solution has yet been shown to this writer. At 
the outset, lack of clear authority as to the ultimate burden of the tax 
where the will is silent presents difficulty. This state of affairs presumably 
makes it imperative for the will to deal with the point; but how to do 
so is quite another matter. 

Like expenses of administration, the question of payment of IIli- 


* See note 8 supra. 

® Where such is the case, consideration might be given to insertion of a clause in the 
will providing in case of renunciation for a construction equivalent to the spouse pre- 
deceasing the testator. This view has a vigorous champion. See Fleming, Drafting Problems 
in Wills under the Federal Revenue Act of 1948, 29 CHI. BAR REC. 231, 237 (1948). 

*® Expenses of administration, such as executors’ and attorneys’ fees, generally present 
fewer problems. As between income and principal beneficiaries under the will, these expenses 
are payable out of principal, although the income beneficiary loses income earned on the 
property used to discharge them. ILL. REV. STAT., c. 30, § 163 (1947). As they are 
deductible for death tax purposes, tampering with the normal incidence is not recom- 
mended. Expenses of administration, as such, are incurred in connection with property 
passing under the will, and apportionment problems attendant on death tax payments are 
ordinarily not present. If disproportionate expense is entailed, for example, by inclusion 
of a large inter vivos trust in a federal estate tax controversy, fair allocation might be 
obtained by separate charges to the testamentary estate and the trust; but allocation risks 
loss of the deduction of a part of the expense for federal estate tax purposes, Estate of 
Robert H. Hartley, 5 TC 645 (1945) ; cf. Estate of Rose M. Harter, 3 TC 1151 (1944). 
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nois inheritance taxes, comparatively speaking, affords little difficulty.™* 
It is a tax on the right of succession to property, and although payable 
in the first instance by the fiduciary having charge of the property, the 
succession of which is subject to tax, it is to be collected ultimately from 
the person receiving the property.®? 

There appears to be no conclusive Illinois authority on the question 
of apportionment of federal estate taxes in the absence of testamentary 
provision. With the exception of special provisions in the Internal Rev- 
enue Code hereafter mentioned, the apportionment of federal taxes depends 
upon state law.** Unlike many other states, including New York,* IIli- 
nois has no apportionment statute. While apparently the Illinois Supreme 
Court never has passed squarely on federal estate taxes, the Court’s lang- 
uage in a recent inheritance tax case *° strongly indicates that Illinois is a 
jurisdiction where in the absence of a will provision to the contrary, the 
entire federal estate tax is chargeable against the principal of the decedent’s 
estate. 

The Internal Revenue Code gives the personal representative, ‘‘unless 
the decedent directs otherwise in his will,” two specific rights of reim- 
bursement, one from the beneficiary of taxable insurance and the other 
from the recipient of property subject to a taxable power of appointment 
in the decedent.** There is also reinmbursement right of lessor practical 
importance given to a conscientious or unfortunate person who pays the 
tax (out of property subject to the tax) before the executor.*” 


™ Perplexities similar to those hereafter considered can be conjured for the Illinois 
inheritance tax as well. As this tax is assessed at graduated rates on the total received by 
each recipient, an apt case could present questions as to contribution: for example, where 
life estates of varying size are given to the same individual under a will and a taxable inter 
Vivos trust. 

* ILL. REV. STAT., c. 120, § 378 (1947); First Nat’l Bank of Chi. v. Hart, 383 
Ill. 489, 50 N.E.2d 461 (1943). 

* Speculation as to the propriety of control of the devolution of property through 
specification of the ultimate resting place of the federal estate tax burden appears fruitless. 
True, the United States Supreme Court long, long ago thought control of the devolution of 
property to be the province of the states. United States v. Perkins, 163 U.S. 625, 16 Sup. 
Ct. 1073 (1896). Now state dominion is allowed only to the extent Congress refrains 
from acting. Harrison v. Northern Trust Co., 317 U.S. 746, 63 Sup. Ct. 361 (1943); 
Riggs v. Del Drago, 317 U.S. 95, 63 Sup. Ct. 109 (1942). Concession that the power 
to intercept more than three-fourths of an individual’s property at death includes the power 
to channel the remainder is not too shocking. 

*N. Y. DECEDENTS’ ESTATE LAW § 124. Enactment of such statutes is not a 
panacea. New York reports abound in cases concerning the effect of this statute on par- 
ticular wills. 

*% First Nat’l Bank of Chi. v. Hart, supra note 32, at 497, 50 N.E.2d at 464. 
Whether the Illinois Supreme Court would feel bound to follow this dictum in a case where 
apparent inequity results has been queried. See Fleming, Apportionment of Federal Estate 
Taxes, 43 ILL. L. REV. 153, 161 (1948). 

* INT. REV. CODE § 826(c) and (d). 

* INT. REV. CODE § 826(b). These situations should arise chiefly upon the com- 
paratively infrequent occasions when the Commissioner initiates action or an impetuous 
transferee seeks release of the federal estate tax lien. The executor has primary liability for 
payment of the estate tax. INT. REV. CODE § 822(b). 
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The federal estate tax, like expenses of administration and Illinois 
inheritance taxes, is payable out of corpus.** But the status of interest 
and penalties perhaps is not crystal-clear. A guess is hazarded that pen- 
alties in Illinois will follow the tax as a principal charge.*® The Uni- 
form Principal and Income Act may lend weight to the assumption that 
interest is an income charge.*® And the impact of a six percent interest 
rate is not to be ignored in this time of low yields, particularly if the 
testator expects his widow to receive ‘‘the entire income’? commencing 
at the date of his death. 

In this state of flux as to ultimate death—tax payment burdens, if a 
will provides a slightly more complex distribution than “I give all my 
property to my beloved spouse,” express provision concerning such mat- 
ters would seem appropriate, if not mandatory. Casual inspection, as 
well as the considered judgment of many professional fiduciaries, would 
indicate the provision should be in the King’s English, clear and unmis- 
takable.“* The attorney, if conscientious, should carefully apprise him- 
self of his client’s affairs and define the proper incidence of these trouble- 
some matters upon the future death of his client. But even so things are 
seldom what they seem. 

Happy the draftsman who is assured that the taxable estate will 
consist only of property passing under the will. He states succinctly how 
death taxes are to be charged, customarily out of the residuary estate and, 
with a gesture of finality, from principal.“ The additional presence of 
life insurance can often be taken in stride.** The testator may direct 
his executor to exercise rights of reimbursement or may forbid him to 
do so, depending upon whether at the time of execution of the will he 
desires insurance or other assets to escape estate tax decimation. General 
powers of appointment conceivably can be disposed of without fuss; funds 
known to be subject to the testator’s general power can likewise be 
exempted or made to bear their just share, depending upon the testator’s 


*® First Nat’l Bank of Chi. v. Hart, supra note 32. 

® In re Sinsheimer’s Will, 21 N.Y.S.2d. 573 (Surr. Ct. 1940) (not otherwise 
reported). 

“© Compare ILL. REV. STAT., c. 30, § 163 (1947) with § 172. 

“ The more usual ambiguities are to be avoided. ‘‘Estate’’ may refer to the estate 
passing under the will or the taxable estate in the federal sense, and description of the type 
of taxes can produce confusion. Ferguson v. Massachusetts Audubon Society, 316 Mass. 
436, 55 N.E.2d 891 (1944) ; see Fleming, op. cit. supra note 35, at 166. 

“ Most modern wills lump federal estate and Illinois inheritance taxes. Removal of 
the burden of state death taxes from the legatee ordinarily presents no serious problem as 
the average testator thinks of specific gifts in terms net of taxes. 

“ Fortunately, most people on whose lives insurance is in force own some concededly 
subject to federal estate tax. A potential testator who, accepting canny advice, has at- 
tempted to “‘remove’’ all insurance from his taxable estate, a practice all too common in 
the 1930's, may call for special treatment. 
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current appraisal of the relative merits of the assets respectively comprising 
the appointive and general estates.** 

Other areas can be more hazy. A slight degree of sophistication would 
lead a draftsman to hesitate to mention apportionment of death taxes in 
case of inclusion of an otherwise sound inter vivos trust by reason of con- 
templation of death. Nor is this the only field; often astute and conscien- 
tious scholars fail to foresee when shifting judicial concepts will render 
taxable, completed transfers once regarded as impregnable.* 

Even an unusually painstaking testator may fail to forecast whether 
income during administration should be devoted to payment of death 
taxes or whether the spouse or immediate family will have the paramount 
need. 

Under all the circumstances it is here suggested that postponement 
of the decision by placing it upon the executor is often desirable. If this is 
the end sought, a clause similar to the following may be appropriate: 


I authorize my Executors to pay out of my general estate devised 
and bequeathed under the provisions of Article ...... of this Will,“ 
either from income or principal as they may deem advisable, all estate, 
inheritance, transfer and succession taxes which may be assessed or 
become due during the period of administration by reason of my death, 
together with interest and penalties thereon, if any; and to exercise 
or waive any right which my Executors may have to be reimbursed 


“Few will quarrel with the recommendation that unknown funds subject to such 
powers should bear their proportionate share of any death tax imposed. Existence of 
unknown taxable powers is unlikely as long as the period continues to be extended in which 
the non-exercise of a power. created before October 2, 1942, is exempt from tax under § 
403 of the Revenue Act of 1942, as amended by Pub. L. No. 635, 80th Cong., 2d Sess. 
(June 12, 1948). 

“ Judicial violation of the sanctuary long afforded life estates created prior to March 
3, 1931, has now been consummated. May v. Heiner, 281 U.S. 238, 50 Sup. Ct. 286 
(1930); Hasset v. Welch, 303 U.S. 303, 58 Sup. Ct. 559 (1938); overruled, Com- 
missioner v. Church's Estate, 69 Sup. Ct. 322 (1949). Ephemeral reversions (‘“‘possi- 
bilities of reverter’’ in tax idiom) when created regarded as innocuous, or even non-existent, 
have become potential engines of tax destruction. The United States Supreme Court for sev- 
eral years had permitted federal estate taxation of inter vivos trusts solely by virtue of a 
reversion expressly retained. Helvering v. Hallock, 309 U.S. 106, 60 Sup. Ct. 444 
(1940) ; overruling Helvering v. St. Louis Union Trust Co., 296 U.S. 39, 56 Sup. Ct. 74 
(1935). Reversions existing, if at all, by operation of law have now been added to this 
mandate. Spiegel’s Estate v. Commissioner, 69 Sup. Ct. 301 (1949) (correcting inferior 
court decisions too numerous to catalog). With commendable display of restraint and good 
judgment, the regulations have declined to press to the limit taxation for express reversions 
permitted by the Hallock decision. U.S. Treas. Reg. 105, § 81.17 (1942) as amended 
by T.D. 5512, 1946 CUM. BULL. 264. Perhaps the Commissioner, with equal wis- 
dom, can well afford to hold staunchly to existing regulations and continue tax exclusion 
in cases of such reversions implied by operation of law as fall without the ambit of the 
regulations despite the apparent permission, if by no means unanimous recommendation, 
tendered by the Court in the Spiegel decision. 

“Care should be exercised to exclude the marital deduction property; otherwise, 
complications of calculation ensue. See page 80 supra. 
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by any person for any such taxes with respect to any property not 
passing under this Will, including insurance upon my life or property 
over which I may have power of appointment, upon which any such 
tax may be based; and to make deposits *” out of such general estate 
on account of such taxes. 


Objections to this suggestion can be anticipated. To be sure, certainty 
is not achieved; but it affords an opportunity to postpone a decision (if no 
clear-cut path is indicated prior to death) until all returns are in and gives 
the executor a chance to work out a good faith and untrammeled solution 
of an all-too-often perplexing situation. Some may challenge that by such 
a clause the testator has ‘‘otherwise directed’’ within the reimbursement 
provisions of Sections 826(c) and 826(d) of the Internal Revenue Code. 
Any objection that it gives the executor a power of appointment should be 
promptly overruled, assuming the testator has confidence in his executor. 
Similar objection might be raised with equal propriety to a discretion in a 
trustee to accumulate income, for example. If such power is exercised in 
the best interests of the family, where is the injury? Perhaps some may 
regard it as an invitation to litigation on the part of a beneficiary whose 
interest has not received the maximum exoneration from the executor’s 
action. The same potentiality is inherent in many discretionary adminis- 
trative powers frequently lodged in trustees, yet judicial reports are 
comparatively barren of controversies concerning such abuse of fiduciary 
discretion. 


PROVISIONS FOR SUPPORT OF DEPENDENTS 


Under Illinois law unless the will otherwise provides, the widow is 
entitled to an award of a reasonable amount for the support of herself and 
her minor children for nine months.** Frequently a testator’s wishes may 
be met through insefting in the will a request that the amount of the award 
be generously determined. Allowance of an award has the incidental 
advantage that the amount is deductible for federal estate tax purposes; but 
it must now be reckoned that awards reduce the size of the adjusted gross 
estate on which the marital deduction is based.*® Furthermore, if less than 
the maximum marital deduction is claimed and a qualified trust employed, 
allowance of an award, as opposed to the increase in marital deduction 


* Perhaps an unduly cautious but current school challenges the right of an executor 
to make a deposit with the State Treasurer to apply on Illinois inheritance taxes, despite 
the statute. ILL. REV. STAT., c. 120, § 398 (1947). 

“ILL. REV. STAT., c. 3, § 330 (1947). Also included in her statutory right are 
the family pictures and the wearing apparel and jewelry of herself and her children. When 
there is no surviving spouse, an equivalent award is available to children under twenty-one 
and all female children. Jd. § 331. 

“INT. REV. CODE § 812(b) and (e) (1) (H). But an award is not deductible 
for Illinois inheritance tax. People v. Forsyth, 273 Ill. 141, 112 N. E. 378 (1916). 
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claimed, serves to shift property free of federal estate tax from a gift in 
trust to an outright transfer. 


Recognizingthe tax disadvantages of joint tenancy which are beyond 
the scope of this article, most homes of persons with substantial property 
are owned by one of the spouses outright. A satisfactory method of dealing 
with the home is to create a special “house trust’ giving the right of 
occupancy to the surviving spouse.*® Such a trust may qualify for the 
marital deduction if desired.** While circumstances alter cases, discretion 
ordinarily dictates that wherever an adult beneficiary is the proper recipient, 
household furnishings should be given outright. Separation of a lady from 
complete dominion over the personal objects to which she is accustomed 
can prove disastrous. 


OF SPECIFIC AND RESIDUARY GIFTS, 
CHIEFLY IN TRUST 


A combination of factors—the desire to relieve families of responsi- 
bility and to place property beyond the risk of inexperienced management, 
the emergence of professional trustees, an understandable desire to avoid 
decimation through successive death taxes, and the urge to found family 
dynasties—has led to making the trust device a common vehicle for trans- 
mission of property by people of substantial affairs. So customarily do 
these take the form of residuary trusts that but brief note of problems of 
gifts, apart from residuary trusts, is warranted. 


Nonresiduary gifts of money in any substantial amounts should be 
subject to maximum limitations which can be adequately expressed in 
terms of a percentage of the estate.** Without an effective brake, the family 
residuary bequests may suffer should the estate decline in value. A power 
in the executor to satisfy such gifts in kind frequently facilitates adminis- 
tration. With standard drill of this sort, there should be repeated the 
admonition that marital deduction property should be removed from the 
portion of the residuary estate which bears the death tax burden. 


The pattern of widow for life with remainders to children or even 
succeeding life estates to children and remainders to grandchildren, or worse, 
is common gossip. Such pattern is still as valid as formerly and, with the 
exception of the requisite general power of appointment and attendant 
federal estate tax consequences, is available even for a qualified marital 


© At least one circuit court of appeals once did not regard such life use as income to 
the surviving spouse. Commissioner v. Plant, 76 F.2d 8 (C.C.A. 2d 1935). 

™ See note 12 supra. 

™ The ‘‘adjusted gross estate’ terminology mentioned in connection with determina- 
tion of the marital deduction is also availabe to the undaunted for this purpose. Pages 
82-83 supra. 
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deduction trust.5* Apart from the Rule against Perpetuities ** which 
presents no practical limitation, an Illinois testator has almost untrammeled 
freedom in creating indestructible trusts. Few should quarrel with an 
admonition to use such power in moderation. A gift of divining the future 
fifty years hence is seldom bestowed. The prospect of a trustee’s inability 
to give assistance to worthy beneficiaries is unpleasant. Aside from a not- 
too-remote termination date, at least two tools are available to ameliorate 
such troubles without undue tax burdens, at least under existing law. First, 
lodgment of special powers of appointment in beneficiaries © gives others 
opportunities to view things in the light of possible changed conditions. 
Second, a power to invade principal permits termination pro tanto. If 
lodged in a trustee who is not the beneficiary to whom distribution can be 
made, no serious federal tax penalties are incurred.*® Aside from this denial 
of a seat at the distribution council to the potential recipient, reasons of 
trustee guidance, as well as tax assurance, dictate that a standard for 
determination of the criteria for distribution be specified. Practically 
speaking, a power to distribute principal necessary to support the beneficiary 
in accordance with his or her station in life will have the same result as a 
power couched in terms of a trustee’s ‘‘uncontrolled discretion’’ and has 
none of the implications of capricious exercise which has recently proved 
fatal in tax fields.5* 


The increased importance of the Illinois inheritance tax in conjunction 
with the marital deduction may warrant a caution concerning taxation of 
contingent interests. Under Section 25 of the Illinois Act,®* transfers 
subject to contingencies are taxable at the highest rate which could be 
imposed had the contingency most favorable to the State, however remote, 
actually occurred. Thus, articulation in a will of all permutations of 
survivorship and takers can easily convert a modest maximum fourteen 
percent Class 1 rate for direct descendants into a more impressive thirty 
percent Class 3 rate for strangers. When adequately briefed, most testators 
readily forego making provision for the distressed unborn widow of a 


* Proposed regulations, § 81.47 (c). 

™ Irrespective of vesting, it is unwise to create an Illinois trust which may outlast the 
period of the rule. Easton v. Hall, 323 Ill. 397, 154 N.E. 216 (1926); Armstrong v. 
Barber, 239 Ill. 389, 88 N.E. 246 (1909). Illinois also is a veritable spendthrift trust 
paradise. GRISWOLD, SPENDTHRIFT TRUSTS 180 et seq. (2d ed. 1947). Perhaps a trust 
in Illinois which is spendthrift as to creditors but permits voluntary alienation is good. 
Blair v. Linn, 274 Ill. App. 23 (1934). 

% Properly restricted powers of appointment are now subject neither to federal estate 
nor gift tax. INT. REV. CODE §§ 811(f) and 1000(c). Their exercise by will is subject 
to Illinois inheritance tax. ILL. REV. STAT., c. 120, § 375(4) (1947). 

% Property subject to power in a trustee-beneficiary to distribute principal to him- 
self is now includible in the possessor’s estate at death for federal estate tax purposes . INT. 
REv. CODE § 811 (f). 

% See discussion on income distributions pages 90-91 infra. 


SILL. REV. STAT., c. 120, § 398 (1947). 
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potential grandson.*® The opportunity for recovery when a more likely 
contingency falls in, particularly now that interest is no longer allowed, 
is not altogether adequate compensation for the initial increased tax; nor 
does the permitted deposit °° of approved security with the State Treasurer 
and the interim receipt of interest earned always furnish an adequate 
answer. But should the Illinois tax not equal the eighty percent federal 
credit these considerations are tempered, and Section 25 offers the pleasant 
possibility of future recoupment with no pangs of additional, combined, 
initial death tax payments. 

Such precautions are unnecessary in describing the possible objects of 
special powers of appointment, since only the exercise is taxable for Illinois 
inheritance tax purposes.** From the standpoint of existing tax limitations, 
only the federal classifications need be observed in the creation of powers. 


FLEXIBILITY AND INCOME TAXES 


Subscription to the thesis that too rigid and permanent trust structures 
are unwise is compatible with approval of flexibility in the distribution 
of income. If more income is available than is required for the family 
needs, then a sound discretion lodged in the trustee, based upon standards 
provided in the will which are sufficiently definite to be readily enforceable 
by a court of equity, appears well-suited to the long-range viewpoint 
required for testamentary trusts and, therefore, affords reasonable assurance 
of fair future tax treatment as well.*? The recent history of trust income 
taxation should convince any taxpayer, short of an incurable optimist, that 
attempts to place the enjoyment of testamentary trust income in A and the 
tax burden on B are doomed to failure. Notorious examples of devices no 
longer efficacious include provisions (a) for payment of specified amounts 
primarily out of income but also out of principal to the extent income is 
insufficient, and (b) distribution of income conditioned on survivorship 
at specified times, selecting a date following so closely the beginning of the 
trustee’s tax year as to insure that no appreciable amount of current income 
could be received.®* 


® Spouses of children, but not of more remote descendants, are within Class 1. Con- 
cern for nonexistent descendants of adopted children carries similar tax penalties. ILL. 
REV. STAT., c. 120, § 375 (1947). 

“ILL. REV. STAT., c. 120, § 398 (1947). 

™ See note 55 supra. 

It is not here suggested that such precaution is necessary under existing law. How- 
ever, the present “‘Clifford’’ regulations, while dealing only with inter vivos trusts, may 
well point the way for wary will draftsmen. U.S. Treas. Reg. 111, § 29.22 (a) -21(d) 
(1943). 

®In each of these situations, income formerly taxable to the trustee is now taxable 
to the recipient beneficiary. INT. REV. CODE § 162(d) effecting legislative repeal of 
Helvering v. Pardee, 290 U.S. 365, 54 Sup. Ct. 221 (1933) (income annunity) ; Com- 
missioner v. Dean, 102 F.2d 699 (C.C.A. 10th 1939) (fixed periodic distribution) . 











91 





‘TRANSFERS By WILL 





Spring } 





Nonetheless, as long as the present system of income taxation persists, 
similar attempts doubtless will continue. It is here suggested that for those 
wont to dabble with fire, an inter vivos trust of not too substantial an 
amount is a more-fitting vehicle than a will for continuance of the unequal 
contest with the Commissioner. The marital deduction adds one obvious 
variation to the traditional pattern. If investment and other conditions 
warrant, the following departure may appeal to some: provision for 
exhaustion of the marital deduction trust through distributions of principal, 
as well as income to the surviving spouse for living expenses, with a 
contemporaneous accumulation of income in a nonqualifying trust. Cer- 
tainly, where the surviving spouse is the beneficiary of both types of trusts, 
provision that any distribution of principal be first made out of the qualify- 
ing trust would appear now to be obligatory. 

Whenever there is possibility of accumulation of income or substantial 
realized gain from appreciation of principal, creation of separate trusts for 
separate beneficialies will create additional tax entities with attendant 
reduction in combined taxes. Although it borders on the absurd to suggest 
that care should be taken to state the creation of separate trusts in terms 
crystal-clear, the continual flow of litgation on the score proves this advice 
goes unheeded. 

The combination of a sound discretion lodged in a carefully selected 
: trustee, with separate trusts for the respective beneficiaries, may well afford 
. the best protection of those beneficiaries and also gain the incidental 
advantage of legitimate tax saving which, after all, is one element of 
protection of the trust estate. Against these advantages should be weighed 
the debilitating effect on the beneficiaries of financial guardianship too long 
continued. 


CHARITABLE GIFTS 


It is understandable that charitably-inclined people who are financially 
able should prefer to watch the operation and effect of their gifts while 
still alive. Conceded that government is committed to tax subsidy of 
charity, it is not surprising that greater reduction in tax burden comes 
through the establishment of charitable *° foundations by the living.** 


“ The bellwether cases are U.S. Trust Co. v. Commissioner, 296 U.S. 481, 56 Sup. 
Ct. 329 (1936), and Helvering v. McIlvaine, 296 U.S. 488, 56 Sup. Ct. 332 (1936). 
For more recent examples of the steady stream, see Kelly’s Trust v. Commissioner, 168 
F.2d 198 (C.C.A. 2d 1948) (aid of local courts also enlisted), and William L. Mellon, 
Jr., 11 TC 135 (1948). 

“For purposes of brevity, gifts solely for charitable, religious, scientific, or educa- 
tional purposes, devoid of the interdicted statutory stigma of legislative pressure, are here 
indiscriminately designated as ‘‘charitable.”’ 

Reduction of income taxes, avoidance of tax on realized capital gain on appreciated 
principal, the opportunities to convert not readily marketable assets into cash to the extent 
of the taxpayer's top bracket—bounded, of course, by the 15% limitation—all come 
readily to mind in the case of living donors. INT. REV. CODE § 23 (0) and U.S. Treas. 
Reg. 111, § 29.23 (0)-1 (1943). 
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But assuming the requisite vehicle has not been established during life, 
the philanthropist with sufficient funds to spare may still successfully set 
up the agency by will. The requirements for federal tax exempt status 
are substantially the same.*’ In many situations creation of a testamentary 
charitable trust has decided advantages over gifts to already existing 
charities. Individuals, including members of the family, may be designated 
to administer the trust, and management of the property so devoted to 
charity is not relinquished by the family group. Yet the desired charities 
may have the income from the trust or the principal, as well, if the trustees 
are so authorized. 

By making charitable testamentary gifts in the form of property for 
which no ready market exists, not only can death tax deductions be 
obtained, but estate liquidity improved. Similarly valuable but low- 
income-yield properties given to charity often play a substantial part in 
solving the problems of death taxes without serious diminution of earning 
power for the family. 

For extremely large fortunes concentrated in particular businesses 
without established markets, the charitable foundation or trust furnishes 
a possible, and perhaps the only, solution for retention of family business 
control and escape from the necessity of ruinous liquidation upon death. 
The Ford Foundation, holding nonvoting stock of the Ford Motor 
Company, is reputedly the signal example of this method. 

For those estates which cannot afford immediate sacrifice of income- 
producing property,® a gift in trust with a remainder interest to charity 
may offer an advantageous solution to problems. Particularly is this true 
where there is a surviving spouse but no descendants. If the surviving 
spouse is a life beneficiary, an effective gift to charity increases the income. 
Property otherwise used to pay taxes swells the property available to 


* The customary inter vivos machinery is a charitable corporation, fund, or founda- 
tion exempt from income tax under the Internal Revenue Code § 101(6); contribu- 
tions to which are deductible under § 23(0). The estate tax deduction, while somewhat 
broader, includes the above objects in terms of transfers to corporations organized for, or 
to trustees to be used exclusively for, charitable purposes. INT. REV. CODE § 812(d). In 
case of transfers to testamentary trustees for the purposes specified, the income tax deduc- 
tion comes from amounts paid or permanently set aside or used exclusively for the requisite 
purposes. INT. REV. CODE § 162(a). Other differences include a permissible estate tax 
deduction for distributions to foreign charities. Cf. Estate of Emily St. A. Tait, 11 TC 
No. 89 (1948). Nor need the trust be operated exclusively for charitable purposes to 
obtain estate tax deduction, if the donated property is sufficiently earmarked for such pur- 
poses. Levey v. Smith, 103 F.2d 643 (C.C.A. 7th 1939). 

® See Clark, How to Get the Most Out of the Deduction for Charitable Contribu- 
tions by Individuals and Business, SIXTH ANN. INST. ON FEDERAL TAXATION, N.Y.U. 
1015, 1033 (1948). 

® For the sporting, there are possibilities of transfers to charity subject to charges 
in favor of the decedent’s family. An elaborate scheme, surprisingly successful, is con- 
tained in Edward Orton, Jr., Ceramic Foundation, 9 TC 533 (1947). The Commissioner, 
quite understandably, does not agree with the Orton case. (Non-acq., 1947-2 CUM. 
BULL. 6). 
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provide income in the same manner that the marital deduction makes 
available property which would otherwise be sacrificed to provide tax 
money. 

The major problem in charitable trust remainders is the question of 
encroachment on principal. An unrestricted right to invade principal for 
a private beneficiary or even a right limited by a non-judicially acceptable 
curb destroys the estate tax deduction.”” The recommended procedure is to 

An incidental tax advantage not to be scorned in gifts of charitable 
remainders is the freedom from income tax on recognized capital gains.”* 
This is available only if the will does not reverse the ordinary rule that 
capital gains are not distributable to income beneficiaries.” 

The foregoing tax considerations are all federal. The Illinois inheri- 
tance tax effect should not be altogether ignored. Apart from geographical 
limitations, an acceptable charity for federal purposes should meet the 
Illinois requirements.** The recent tendency has been to broaden the 
exemption to admit extra-state charitable activity if Illinois regions will 
also benefit.7*> Furthermore, since 1945 a reciprocal exemption is granted 
to out-of-state charities if the laws of the foreign state of organization or 
residence extend the same privilege to Illinois charities.” 


SELECTED MECHANICS AND OTHER 
NONDISPOSING PROVISIONS 


Not the least vivid nightmare which may confront an executor is the 
question of double domicile and its attendant double taxation.” The 


 Henslee v. Union Planters Nat'l Bank & Trust Co., 69 Sup. Ct. 290 (1949); 
Merchants Nat’! Bank of Boston v. Commissioner, 320 U.S. 256, 64 Sup. Ct. 108 
(1943); Cf. Ithaca Trust Co. v. United States, 279 U.S. 151, 49 Sup. Ct. 291 (1929). 
avoid provisions for invasion or, if necessary to insure the proper care of 
the income beneficiary, to set a maximum limit.” 

™ U.S. Treas. Reg. 105, § 81.46 (1942). 

2 G.C.M. 10423, XI-2 CUM. BULL. 127 (1932). Conversely, distributions of 
principal to charity have no income tax benefit unless the will provides for distribution of 
capital gain income to charity. Frank Trust of 1931 v. Commissioner, 145 F.2d 411 
(C.C.A. 3rd 1944). 

ILL. REV. STAT., c. 30, § 161(2) (1947). 

“ILL. REV. STAT., c. 120, § 401 (1947). 

% People v. First Nat'l Bank, 364 Ill. 262, 4 N.E.2d 378 (1936); cf. People v. 
O'Donnell, 327 Ill. 474, 158 N.E. 727 (1927). 

7 ILL. REV. STAT., c. 120, § 401 (1947). 

™ The tenacious Dorrance litigation, involving payments in excess of $14,000,000 
to Pennsylvania and in excess of $12,000,000 to New Jersey as well, still occupies first 
rank. In re Dorrance’s Estate, 113 N.J. Eq. 266, 166 Atl. 177 (Prerog. Ct. 1933), 
115 N.J. Eq. 268, 170 Atl. 601 (Prerog. Ct. 1934), 116 N.J. Eq. 204, 172 Atl. 503 
(Prerog. Ct. 1934), 13 N.J. Mis. R. 168, 176 Atl. 902 (Sup. Ct. 1935), 116 N.J.L. 
362, 184 Atl. 743 (Ct. Err. 8 App. 1936), cert. denied, 298 U.S. 678, 56 Sup. Ct. 
949 (1936); In re Dorrance’s Estate, 309 Pa. 151, 163 Atl. 303 (1932), 172 Atl. 900 
(1933), cert. denied, 287 U.S. 660, 53 Sup. Ct. 122 (1932), 288 U.S. 617, 53 Sup. 
Ct. 507 (1933) ; Dorrance v. Martin, 296 U.S. 393, 56 Sup. Ct. 278 (1935). 
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testator’s recitation of place of domicile in his will is at least evidence of his 
actual domicile.”* Perhaps even more persuasive is recognition by the will’s 
description of the location of decedent's ‘‘household goods.’’ The ‘‘house 
trust’ mentioned earlier can be an appropriate domicile anchor. Gifts to 
charities local to the contended domicile are also indicative of intent.” 

Mechanics for succession of fiduciaries are often slighted. Workable 
machinery will avoid needless expense of court proceedings. If resignation 
is to be permitted, express provision should be inserted;*° similarly powers 
for appointment of successors should be articulated. If powers of removal 
are granted, consideration should be given to the tax effect of possession of 
such power by a beneficiary. It is prudent to regard the power to remove 
coupled with the power to appoint a successor as the equivalent of the 
possessor’s occupancy of the trusteeship for all purposes—taxes included. 
And wholly apart from fiduciary personnel, many regard provisions for 
relocation of the trust res as essential to forestall abuse by local political 
authorities. 

Concerning general administrative powers of trustees, the writer is 
convinced that the effective solution is careful selection of responsible 
trustee personnel. Given the proper trustees, they should be afforded wide 
latitude in administrative matters to cope sucessfully with problems as they 
arise. Limitations, such as restriction of investments to municipals north 
of the Ohio and east of the Mississippi, regardless of the testator’s deep- 
seated convictions, may not continue to be workable. The same considera- 
tions apply to executors, as well, and a grant to executors of powers 
equivalent to those given trustees can, not only eliminate probate court 
orders but materially assist in swift and economical estate administration. 





Despite the announced rationale of subordination of tax considera- 
tions, they have loomed large in this discussion. Perhaps no apology is 
needed, for death taxes certainly make up by far the largest initial expense 
in the establishment of a testamentary estate, and income taxes can often 
prove to be the costliest single item in the price of its continuance. 


In re Estate of Meyers, 137 Neb. 60, 288 N.W. 35 (1939); In re Barbour's 
Estate, 185 App. Div. 445, 173 N.Y. Supp. 276 (1918), aff'd, 226 N.Y. 639, 123 
N.E. 854 (1919). 

™® See In re Barbour’s Estate, supra note 78. 

© In absence of express provision in the instrument, a trustee has no inherent power 
to resign. Sauvage v. Gallaway, 329 Ill. App. 38, 66 N.E.2d 740 (1946); 1 SCOTT, 
TRUSTS § 106 (1939). 
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LIFE INSURANCE AND ESTATE 
PLANNING 


BY C. IVES WALDO, JR." 


LIFE INSURANCE PROTECTION owned in the United States is 
approaching the two hundred billion dollar mark, according to the Insti- 
tute of Life Insurance. Such statistics emphasize the importance of life 
insurance as a device for transmitting property from the dead to the living. 

The peculiar virtue of life insurance is that it ripens into full value 
at death, an event which normally falls as a blight upon asset values and 
family income. Life insurance proceeds may provide a cash fund for pay- 
ment of debts, expenses, and post-mortem taxes. Through the use of 
appropriate options or an insurance trust, they may be used to supply 
income required by the dependents of the insured. 

A life insurance policy is a complex ‘‘bundle of rights’ generally 
containing both indemnity and investment features. The typical policy 
provides for a number of settlement options at death and, during life, 
for cash and loan values, dividend rights, and paid-up and extended term 
insurance options. Advice of a skilled insurance underwriter is often 
helpful in utilizing the various techniques available in taking advantage 
of options and other clauses in policies. 

The ever-increasing burden of federal taxes has made the avoidance 
of unnecessary taxation the principal task of the estate planner. A con- 
sideration of the tax consequences of any insurance plan is essential if 
its primary objectives are to be achieved. Taxation of life insurance is an 
abstruse and difficult subject fraught with pitfalls for the unwary. The 
greater portion of this article will be devoted to the impact of federal 
estate, gift,and income taxes and the Illinois inheritance tax upon insur- 
ance policies and their proceeds.* 


FEDERAL ESTATE TAX 


Taxation of Insurance Prior to 1942 Act 


The portions of the Revenue Act of 1916 initiating the federal 
estate tax contained no specific reference to life insurance. The 1918 


*C. IVES WALDO, JR. A.B. 1933, Yale Universiy; J. D. 1936, North- 
western University; member of the firm of Hopkins, Sutter, Halls, 
De Wolfe and Owen, Chicago, Illinois. 
1 This article deals primarily with problems of Illinois residents. No attempt has 


been made to consider death duties of other states or problems peculiar to community 
property as distinguished from common law jurisdictions. 
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Act,? however, taxed amounts receivable under policies “‘taken out by the 
decedent’’ on his own life and payable to his executor or to any other 
beneficiary. A $40,000 exemption was allowed in the case of payments 
to beneficiaries other than the executor. These provisions were re-enacted 
in subsequent acts and remained unchanged until the 1942 Act became 
effective. The deceptively simple words ‘‘taken out by the decedent’’ gave 
rise to a flood of litigation. The Treasury Department, taking its cue 
from various court decisions, changed its regulations with bewildering 
frequency,® vacillating between payment of premiums and control of 
incidents of ownership, either alone or in combination, as the true test 
of taxability.* 

Finally, in Treasury Decision 5032° dated January 10, 1941, it 
was provided that insurance was ‘‘taken out’’ by a decedent to the extent 
that he had paid the premiums thereon, directly or indirectly, whether he 
had incidents of ownership or not. However, premiums paid on or prior 
to January 10, 1941, were not included unless the decedent possessed inci- 
dents of ownership after that date or at his death if he died prior thereto. 
Thus the proceeds of insurance in excess of the exemption payable to 
beneficiaries other than the insured’s estate were included in the insured’s 
estate for tax purposes in the ratio that premiums paid by the insured 
(with the limitation noted) bore to the entire cost of the insurance. Deci- 
sion 5032 still applies in the case of decedents dying prior to October 21, 
1942, the effective date of the 1942 Revenue Act.® 


The 1942 Act 


Section 404 of the Revenue Act of 1942 amended Section 811 (g) 
of the Internal Revenue Code to provide, in general, that the value of 
the gross estate of a decedent dying after October 21, 1942, shall include 
for estate tax purposes the proceeds of insurance on such decedent's life 
to the extent that premiums on such policies were paid by the decedent 
or if the decedent retained any incidents of ownership at death. The 
proceeds are subject to tax if either criterion applies, whether the other 
applies or not. 


2 Section 402(f). The question whether insurance policies taken out prior to the 
1918 Act are subject to federal estate tax is still not free from doubt. See PAUL, FEDERAL 
ESTATE AND GIFT TAXATION § 10.06 (1942); PAUL, op. cit. § 10.06 (1946 Supp.) ; 
MONTGOMERY, FEDERAL TAXES—ESTATES, TRUSTS AND GIFTS 559, 560 (1947-48). 

® See PAUL, op. cit. supra note 2, § 10.13. 

“ The constitutionality of the incidents of ownership test was established in Chase 
National Bank v. United States, 278 U.S. 327, 49 Sup. Ct. 126 (1929). Bailey v. 
United States, 27 F. Supp. 617 (Ct. Cl. 1939), held that life insurance proceeds could 
constitutionally be taxed in the insured’s estate where he had paid all of the premiums, 
although he had irrevocably transferred all incidents of ownership. 

5 1941-1 CUM. BULL. 427. 
*U.S. Treas. Reg. 105, § 81.27(b) (1942). 
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Insurance on a decedent’s life payable to or for the benefit of 7 a 
decedent’s estate continues to be taxable. The $40,000 exemption for 
insurance proceeds was abolished. 


Incidents of Ownershi p 


Under Section 811 (g) (2) (B), insurance on the life of the decedent 
is includible in his gross estate if he possesses any incident of ownership 
therein at his death, without regard to whether he paid any of the pre- 
miums. Incidents of ownership include the right of the insured to change 
the beneficiary, to surrender or cancel the policy, to assign it, to revoke 
an assignment, to pledge the policy for a loan, and similar rights.* 

Section 811(g) (2) provides that, for purposes of subsection (B) 
thereof, the term “incident of ownership’’ does not include a reversionary 
interest. Thus the mere fact that the policy may revert to the decedent or 
his heirs on given contingencies will not result in taxability under this 
section. As pointed out below, however, retention of a possibility of 
reverter may result in imposition of estate tax under Section 811 (c).° 

It is important to note that the tax is imposed if the decedent pos- 
sesses incidents of ownership ‘‘alone or in conjunction with any other 
person.”’ Thus retention of incidents of ownership will cause insurance 
to be taxed to a decedent’s estate even though he can exercise them only 
with the consent of the beneficiary or’ some other person. The courts had 
held to the contrary prior to the amendment.’® In this respect Section 
811(g) has been conformed with Section 811(d) which contains a sim- 
ilar provision in connection with revocable trusts. 


Payment of ?remiums or Other Consideration by Decedent 


Clause (A) of Section 811 (g) (2) requires inclusion in the estate of 
a decedent dying after October 21, 1942, of insurance in which decedent 
had no incidents of ownership in the proportion that the premiums or 
other consideration paid for the policy by the decedent bears to the total 
premiums paid. Section 404(c) of the 1942 Act, following Treasury 
Decision 5032, provides that premiums paid on or prior to January 10, 
1942, shall not be included unless the decedent possessed incidents of 
ownership—which include for this purpose a reversionary interest—" after 
that date. 


7 Id. § 81.26. 

® Id. § 81.27 fa). 

® Under § 811(c) apportionment can be made on account of premiums paid by the 
assignee. See notes 27 and 36 infra. This would not be the case under § 811 (g) (2) (B). 
See PAUL, FEDERAL ESTATE AND GIFT TAXATION § 10.37, 371 (1946 Supp.). 

0 Pennsylvania Co. v. Commissioner, 79 F.2d 295 (C.C.A. 3d 1935), cert. denied, 
296 U.S. 651, 56 Sup. Ct. 310 (1935). 
™ See Estate of Herman D. Brous, 10 TC 597 (1948). 
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If the decedent has transferred the policy for a consideration in 
“money or money’s worth,” #* the premiums or other sums paid by the 
decedent for the policy prior to the transfer are reduced in the ratio that 
the amount received by decedent bears to the value '* of the policy at the 
time of transfer. Premiums paid by the decedent after the transfer are 
not reduced. 

Taxing insurance proceeds on the basis of premium payments where 
no incidents of ownership are retained has been supported on the theory 
that the fund is economically attributable to the decedent and ripens into 
possession and enjoyment at his death.** This criterion has been widely 
criticized and efforts have been made to remove it from the law.** 

In view of the importance of premium payments and of the consid- 
eration paid for transfers of insurance policies in determining the extent 
of estate tax liability, owners of policies will be well-advised to main- 
tain complete records. 


Indirect Payment of Premiums 


Section 811(g) (2) refers to insurance purchased with premiums or 
other consideration ‘‘paid directly or indirectly by the decedent.’”” The 
committee reports *° state that this clause is to be liberally construed to 
prevent avoidance of tax by premium payments made indirectly through 
decedent’s wife, an alter ego corporation, or a funded insurance trust. 


If a husband gives his wife money pursuant to an express under- 
standing that she is to pay premiums on insurance on his life, it is clear 
that he has indirectly paid the premium. A husband giving a sum of 
money to his wife who shortly thereafter expended a like sum in pay- 
ment of a premium on such a policy might be held to have paid the 
premium indirectly, even though no express understanding could be 
proved.'’ However, the mere fact that premiums are paid from property 
received as a gift from the insured will not of itself cause the premiums 
to be attributed to the insured."* 


* INT. REV. CODE § 812(b) provides, in part, that relinquishment of certain 
marital rights is not consideration in money or money's worth. 

U.S. Treas. Reg. 105, § 81.27(a) (1942) mentions “‘replacement cost.’’ For 
discussion of valuation of policies, see the portion of this article relating to gift taxes. 

* See Bailey v. United States, supra note 4. 

Section 203 of H. R. 6712, 80th Cong., 2d Sess., the Revenue Revision Act of 
1948, would have abolished the premium test. The Bill passed the House on June 
19, 1948. Congress adjourned prior to Senate action. 

*H. R. REP. No. 2333, 77th Cong., 2d Sess. 162 (1942); SEN. REP. No. 1631, 
77th Cong., 2d Sess. 235 (1942). See also U.S. Treas. Reg. 105, § 81.27(a) (1942). 

7 Cf, Schoellkopf v. McGowan, 43 F. Supp. 568 (W.D. N.Y. 1942). 

* Estate of John E. Cain, Sr., 43 B.T.A. 1133 (1941); Acq., 1941-1 CUM. 
BULL. 2. 
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Use of the corporate device as a means for indirect premium pay- 
ments might involve either a payment of premiums by a corporation as 
compensation to the insured *® or payment by a corporation which is 
substantially owned by the insured and thus his alter ego.”® 


In Helvering v. Reybine,** the decedent had created an irrevocable 
funded insurance trust, giving the trustees discretionary power to pay 
premiums. The payment of premiums by the trustees was held not to 
constitute an indirect payment by the decedent. This case was decided 
under the prior law and can no longer be relied upon. 


Section 811 (c)—Gifts in Contemplation of Death 


Section 811(g) is not exclusive of other sections of the Code in 
its application to life insurance. For example, the proceeds of insurance 
transferred in contemplation of death or with a reversionary interest re- 
tained may be taxed under Section 811 (c) .”” 

Under the 1942 Act, insurance proceeds payable to beneficiaries 
other than the estate are not taxable if no premiums were paid by the 
decedent after January 10, 1941, and he possessed no incidents of owner- 
ship after that date. In a number of such cases, however, where substantial 
premiums had been paid by the decedent and the policies had been assigned 
during life to the decedent’s wife or an irrevocable trust, the Commis- 
sioner asserted liability on the ground that the transfers had been in con- 
templation of death.2* The Commissioner argued with considerable suc- 
cess that the inherently testamentary nature of insurance was an important, 
if not controlling, consideration in determining whether a transfer of 
such property was in contemplation of death.** The result was that many 
policies theretofore considered impregnable to attack were subjected to 
estate tax. Later cases, however, indicate that while the testamentary 


Estate of Judson C. Welliver, 8 TC 165 (1947). 

In Wilson v. Crooks, 52 F.2d 692 (D.C. W.D. Mo. 1931), premiums paid by a 
corporation in which the insured held 12,516 out of 25,000 shares were held not attribu- 
table to the insured. 

™ 83 F.2d 215 (C.C.A. 2d 1936). Cf. First Nat. Bank of Birmingham, 36 B.T.A. 
651 (1937) (trust assets, the income from which was used to pay premiums, held not 
taxable under § 811 [c]); Acq., 1937-2 CUM. BULL. 24. 

= See H.R. REP. NO. 2333, 77th Cong., 2d Sess. 163 (1942); SEN. REP. No. 
1631, 77th Cong., 2d Sess. 236 (1942). 

* See cases cited in footnotes 24 and 25. 

“ Vanderlip v. Commissioner, 155 F.2d 152 (C.C.A. 2d 1946), cert. denied, 
329 U.S. 728, 67 Sup. Ct. 83 (1946); Thomas v. Graham, 158 F.2d 561 (C.C.A. 
5th 1946); Estate of Arthur D. Cronin, 7 TC 1403, 1410 (1946), rev'd but approved 
on this point, 164 F.2d 561 (C.C.A. 6th 1947); Estate of Paul Garrett, 8 TC 492 
(1947). See Cohn, Gifts of Life Insurance in Contemplation of Death, 26 TAXES 156 
(1948) ; Guterman, Transfers of Life Insurance and the Federal Estate Tax, 48 COL. L. 
REV. 37 (1948). The latter article proposes that § 811(c) be amended to make it clear 
that insurance should be treated on the same basis as other types of property for this 
purpose. For a similar proposal, see 71 A.B.A. REP. 132, 133 (1946). 
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nature of insurance will be considered as one element of a contemplation 
of death case, it will not be controlling or be given undue importance.*® 

Where insurance is assigned in contemplation of death or with a 
reversionary interest retained, the proceeds should be included in the 
decedent’s estate under Section 811 (c) only in the ratio that the premiums 
paid by him bear to the total premiums paid, since the portion of the pro- 
ceeds purchased with premiums paid by another cannot fairly be said 
to have been transferred by the decedent.”* It was so held in Liebmann v. 
Hassett.?" In cases wherein the premiums were paid out of income from 
assets transferred by the decedent to the trust to which the policies were 
transferred in contemplation of death, no apportionment has been 
allowed.”* 

In cases where transfers of insurance occurred prior to January 10, 
1941, the Commissioner may resort to contemplation of death as a means 
for taxing insurance not otherwise includible in the gross estate. Such 
transfers should be carefully reviewed with this in mind. Unfortunately, 
irrevocability will usually hamper any efforts to correct the situation. 
In some cases a surrender of the policy for its cash value might be found 
advantageous.”® Where the transfer was made after January 10, 1942, 
the question is moot at present since the same result could be reached 
under the premium-payment criterion contained in Decision 5032 and 
the 1942 Act. However, if the Code is amended to eliminate the premium 
test,*° contemplation of death will again become important. 


Section 811 (c)—Reversionary Interests 


Reversionary interests in life insurance policies most commonly arise 
when an insured appoints an irrevocable beneficiary or assigns the policy, 
in trust or otherwise, on such terms that the policy may revert to him 
or become payable to his estate on the death of the beneficiary or assignee 


* Estate of Wilbur B. Ruthrauff, 9 TC 418, 427 (1947); Acq., 1948-1 CUM. 
BULL. 3; Flick’s Estate v. Commissioner, 166 F.2d 733, 740 (C.C.A. 5th 1948). 

* See PAUL, FEDERAL ESTATE AND GIFT TAXATION § 10.24 n. 9 (1942); 
Guterman, op. cit. supra note 24, at 50 et seq. 

7148 F.2d 247 (C.C.A. Ist 1945). Bailey v. United States, 31 F. Supp. 778 
(Ct. Cl. 1940), held to the contrary in a reverter case arising under § 811(g) prior to 
the 1942 amendment. However, the Board granted apportionment in Estate of John E. 
Cain, Sr., 43 B.T.A. 1133, 1141 (1941). See also the Cronin case, supra note 24, at 
1411 n.3, and the Ruthrauff opinion, supra note 25, at 427. 

* Estate of Frank A. Vanderlip, 3 TC 358 (1944), aff'd on appeal, see supra note 
24. See also Thomas v. Graham and Estate of Paul Garrett, supra note 24; First Trust & 
Deposit Co. v. Shaughnessy, 134 F.2d 940 (C.C.A. 2d 1943), cert. denied, 320 US. 
744, 64 Sup. Ct. 46 (1943). 4 

*® Such a step would emphasize the transferee’s present right to deal with the property 
and would mitigate to some extent the fact that the property originally tranferred is 
considered essentially testamentary in character. 
© See note 15 supra. 
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or in the event of some other contingency. After the Hallock case,** such 
reversionary interests were held to constitute incidents of ownership ren- 
dering the insurance taxable under Section 811(g) as worded prior to 
the 1942 amendment.** 

Under the 1942 Act, a possibility of reverter is not an ‘‘incident 
of ownership” for purposes of Section 811 (g) (2) (B), and tax cannot 
be imposed thereunder merely because a reversionary interest has been 
retained. However, possession of a reversionary interest after January 
10, 1941, may cause insurance not otherwise taxable to be included in the 
gross estate, in whole or in part, under Section 811(g) (2) (A) because 
of premiums paid by the decedent prior to that date. 

Retention of a reversionary interest in insurance may cause the 
proceeds to be taxed under Section 811(c) on the ground that the trans- 
fers were intended to take effect in possession or enjoyment at or after 
death.** In Goldstone v. Umted States,** the Supreme Court held the 
proceeds of single-premium life insurance and annuity contracts taxable 
under Section 811(c) because the proceeds became payable to decedent’s 
estate if he survived his wife and daughters. The interests of the bene- 
ficiaries were held to take effect in possession or enjoyment at the decedent’s 
death despite the fact that under each contract, the wife was given the 
unrestricted right to change the beneficiary, surrender the policy for its 
cash value, and otherwise deal with it as her absolute property. The 
Treasury Department’s present regulations take a less extreme position 
than that suggested by this decision.*® 

Apportionment on the basis of premium payments is applicable in 
reverter cases as in contemplation of death cases. To the extent that the 
proceeds are attributable to premiums paid by another, the decedent’s 
interest is not, accurately speaking, a reversion at all but is more like a 
contingent remainder in a fund created by another.** 


™ Helvering v. Hallock, 309 U.S. 106, 60 Sup. Ct. 444 (1940). 

* E.g., Bodell v. Commissioner, 138 F.2d 553 (C.C.A. Ist 1943), cert. denied, 
321 U.S. 778, 64 Sup. Ct. 619 (1944); Schultz v. United States, 140 F.2d 945 
(C.C.A. 8th 1944); Schongalla v. Hickey, 149 F.2d 687 (C.C.A. 2d 1945), cert. 
denied, 326 U.S. 736, 66 Sup. Ct. 46 (1945); Bailey v. United States, supra note 27; 
Estate of Charles H. Thieriot, 7 TC 1119 (1946); Estate of Wilbur B. Ruthrauff, 
supra note 25. See U.S. Treas. Reg. 105, § 81.27(b) (1942). 

% The committee reports indicate this to be the intent of Congress. See note 22 
supra. See also U.S. Treas. Reg. 105, § 81.27(a) (1942); Thomas v. Graham, supra 
note 24 § 811(c) applied) ; Schultz v. United States, supra note 32 (both § 811 [c] 
and [g] held applicable) . 

* 325 U.S. 687, 65 Sup. Ct. 1323 (1945); accord, Estate of Charles H. Thieriot, 
supra note 32. But see Julius B. Weil Estate, 5 TCM 960 (1946). 

U.S. Treas. Reg. 105, § 81.17, Ex. (8) (1942). A transferee of an insurance 
policy with unrestricted control of incidents of ownership has an interest not conditioned 
on surviving the insured. Note, however, that insurance proceeds payable on death cannot 
be obtained until death occurs. 

*® Cf. Commissioner v. Rosser, 64 F.2d 631 (C.C.A. 3d 1933) (Contingent 
remainder extinguished by decedent’s death is not taxable). 
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The portion of the proceeds subject to tax is the same under Sections 
811(g) (2) (A) and 811(c) since apportionment applies in either case. 
Release or transfer of the reverter prior to death will avoid tax under 
811(c), but Section 811(g) (2) (A) would continue to apply. In 
fact, as to transfers made after January 10, 1941, the result under Sec- 
tion 811(g) (2) (A) will be the same whether a reverter is retained or 
not. Reversionary interests should be avoided, however, since if the 
premium test is abolished, they might cause insurance not otherwise tax- 
able to be taxed under Section 811 (c) .** 


Applicability of Other Paragraphs of Section 811 


The applicability of Section 811(g) to life insurance is not exclusive. 
As we have seen, Section 811(c) applies in reverter and contemplation of 
death cases. The question whether insurance owned by a decedent on 
his own life is taxable under Section 811(a) ** (on the ground that 
he had an “‘interest’’ therein) or under Section 811(d) (because his 
beneficiary nomination was a revocable transfer) is moot under the 
present law, since such situations are within the broad embrace of Sec- 
tion 811(g). It seems to be generally conceded, however, that insurance 
policies owned by a decedent on the life of another are includible in his 
estate under Section 811 (a) .* 

A decedent possessing at date of death a power of appointment 
coming within the purview of Section 811(f) with respect to insurance 
proceeds held by the insurer will be taxed on those proceeds, whether the 
power was exercised or not. 


Marital Deduction 


In an effort to equalize the impact of estate taxes on residents of 
common law and community property states, the Revenue Act of 1948 * 
added Section 812(e) to the Code, making available to estates of decedents 
dying after December 31, 1947, a marital deduction equal to the value 
of any interest in property which ‘‘passes or has passed from the decedent 
to his surviving spouse’’ to the extent that such interest was included in 
the decedent’s gross estate.** Proceeds of life insurance on the life of a 
husband *? payable to his wife are defined as “‘passing’’ to her.** The 


* See note 15 supra. 

* See PAUL, FEDERAL ESTATE AND GIFT TAXATION § 10.12 (1946 Supp.) 

*® See Estate of Louisa Morris Carroll, 29 B.T.A. 11 (1933). But see Estate of 
Helen Schwartz, 6 TCM 139 (1947). 

“Pub. L. No. 471, 80th Cong., 2d Sess. (April 2, 1948). 

“INT. REV. CODE § 812 (e) (1) (A). 

“ For convenience in this article the insured is generally referred to as the husband. 
Tax considerations are, of course, similar when the wife is the insured and the husband the 
beneficiary. 
“INT. REV. CODE § 812 (e) (3) (G). 
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marital deduction may not exceed fifty per cent of the decedent's ‘‘adjusted 


gross estate.’’ * 


Proceeds of life insurance on a husband’s life which are part of his 
gross estate qualify for the exemption if they are payable to his wife in 
a lump sum. In a case where the proceeds are payable to the wife as a 
life annuity or in installments, the deduction is applicable if there is no 
refund of the undistributed proceeds at her death or if such refund is 
to her estate.*® Similarly, the proceeds would qualify if left with the 
insurer under an option requiring the interest to be paid to her during 
her life and the proceeds to be paid to her estate at her death. If, how- 
ever, upon the death of the wife the payments are to continue to some 
other person or the undistributed fund is to be paid to such other person, 
no deduction is allowable.** In such case the wife has an interest in 
property which another person may possess or enjoy when her interest 
ends. Such an interest is disqualified for the deduction by the so-called 
terminable interest rule.‘ 

Several exceptions are made to the terminable interest rule permit- 
ting certain types of transfers widely used in common law states to qualify 
for the marital deduction. Under subparagraph (F) of Section 812(e) (1), 
a testamentary trust to pay the entire income to decedent’s wife for life 
with remainder over to others on her death will qualify for the marital 
deduction, provided that the wife is given unrestricted power to appoint 
the principal to herself during her life or to her estate at death. Insurance 
payable to such a trust is includible in the deduction. 


Similarly, subparagraph (G)** provides that the proceeds of life 
insurance, endowment, and annuity contracts passing to the spouse as a 
terminable interest with remainder over to another may, nevertheless, 
qualify if the following conditions are fulfilled:®° 


1. The surviving spouse must be entitled to all amounts pay- 
able under-such contract during her life. 


2. The proceeds must be held by the insurer subject to an 
agreement either to pay the proceeds in installments or to 


“Id. § 812(e) (1) (H). The “adjusted gross estate’ is computed by deducting 
from the gross estate the deductions allowed by § 812(b) (funeral and administration 
expenses, claims against the estate, etc.) 

“ SEN. REP. No. 1013, pt. 2, 80th Cong., 2d Sess. 12 (1948). 

“Td. at 13. 

“INT. REV. CODE § 812 (e) (1) (B) (i) and (ii). 

“ Telegraphic ruling of Commissioner, July 24, 1948, CCH FED, EST. AND GIFT 
TAX REP. J 6024 (1946-). 

“ As amended by Pub. L. No. 869, 80th Cong., 2d Sess. (July 1, 1948). 


© See § 81.47 of amendments to U.S, Treas. Reg. 105 (1942) to conform them 
to the 1948 Act, proposed November 6, 1948, by the Commissioner of Internal Revenue 
pursuant to the Administrative Procedure Act. 13 FED. REG. 6564 (1948). 
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pay interest thereon, annually or more frequently, com- 
mencing not later than thirteen months after the decedent's 
death. 


3, The surviving spouse must have the power, exercisable in 
favor of herself or of her estate, to appoint all amounts held 
by the insurer under such contract. 


4. Such power in the surviving spouse must be exercisable by 
such spouse alone and whether exercisable by will or during 
life, must be exercisable in all events. 


5. The amounts payable under such contract must not be sub- 
ject to a power in any other person to appoint any part 
thereof to any person other than the surviving spouse. 


Thus proceeds of insurance on a decedent’s life, payable to his sur- 
viving wife as an annuity or in installments or held for her at interest, 
may qualify, despite a gift over of the undistributed portion at her death, 
if the wife is given power to draw down the undistributed fund or com- 
muted value of the contract during her life or to appoint the same to her 
estate at death. If either of these powers is given to the wife, the deduc- 
tion will not be affected because she has the right, in addition, to appoint 
to others. Undistributed proceeds subject to such a power in the wife 
at her death are taxable as part of the estate at her death under Section 
811(f), whether the power is exercised or not. This is the price exacted 
for qualifications under subparagraph (G). 

In many cases the insured will desire to give his wife a power to 
appoint at death only, thus minimizing the possibility that she will 
defeat the rights of the contingent beneficiaries. However, insurers almost 
universally refuse to permit a beneficiary to exercise a power of appoint- 
ment by will. Many will not contract that a beneficiary may appoint 
proceeds to such beneficiary’s estate by notice to the company, although 
there has been some tendency recently to relax this rule. Insurers will 
usually permit a right of withdrawal or commutation to be given to the 
beneficiary during her life. This would satisfy subparagraph (G) but 
might be less satisfactory otherwise for reasons above stated. 

Requirements of space prevent a discussion of numerous technical 
problems which may arise in qualifying insurance for the marital deduc- 
tion. A few of these problems are specifically covered in the Regula- 


5! See address by Eugene M. Thore delivered September 7, 1948, before the Insurance 
Section of the American Bar Association entitled, The Revenue Act of 1948 and Its 
Application to Life Insurance and Annuity Contracts; Overbeck, Use of Insurance Options 
under the 1948 Revenue Act, 29 CHI. BAR REC. 287 (1948); Lawthers, The New 
Marital Deduction and Insurance and Annuity Contracts, 26 TAXES 1019 (1948); 
Polisher, Using the Marital Deduction With Life Insurance, Endowments, and Annuity 
Contracts, 27 TAXES 89 (1949). 
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tions proposed by the Commissioner to implement the Act.®* For in- 
stance, the “thirteen months” rule is not violated merely because proof 
of death must be made prior to such payment, ‘‘except in cases involving 
unreasonable delay in the submission of such proof.” ** A. requirement 
that the wife must be alive when proof of claim is made disqualifies the 
proceeds since she does not receive them in all events.™* If a wife disclaims 
all interest in the proceeds, they do not qualify. On the other hand, a 
wife to whom proceeds are payable outright may elect an option not 
within subparagraph (G) without destroying the deduction.* 

Since property which passes from a husband to a surviving wife as 
part of his marital deduction will, if owned by the wife at her death, be 
taxable in her estate, consideration of the estates of both spouses is neces- 
sary. In cases where the wife’s expectancy is substantially longer than 
the husband’s, the principal saving may be realized from the value of 
the use of the money during the period she survives him. Property which 
will be consumed by the wife prior to her death may escape tax in both 
estates. Thus if the husband’s insurance qualifies for marital deduction 
and is payable to the wife in installments over her probable expectancy— 
the installments being expended by her for her living—estate tax will 
probably not be paid in either estate on the proceeds. However, if the 
wife accumulates the payments and dies in possession of them, they are 
subject to taxation in her estate. . 

Insurance will prove to be a most flexible and useful estate planning 
tool under the 1948 Act. Considerable savings in estate taxes is possible 
through proper planning. Options and settlement clauses in existing poli- 
cies should be carefully reviewed to be sure that these advantages are 
availed of. 


Estate Tax Liability of Life Insurance Beneficiaries 


Under Section 826(c) of the Code, the executor is entitled to recover 
from recipients of the proceeds of insurance on the life of the decedent 
their proportionate share of the estate tax. The decedent is permitted, 
however, by the provisions of his will to waive this right of his execu- 
tor. If it is intended that insurance not be required to contribute, a spe- 
cific provision to that effect should be incorporated in the will. 


ILLINOIS INHERITANCE TAX 


The Illinois inheritance tax is a tax upon certain specified transfers, 
including the transfer of property ‘“‘by will or by the intestate laws of 


5 See note 50 supra. 

3 Ibid. 

% Ibid. Policies should be checked for this not uncommon requirement. 
% Id. § 81.47. 
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this State.’’ °* The proceeds of insurance on the life of a decedent pay- 
able to beneficiaries, including a trustee, other than his estate are not 
taxable.*’ Insurance proceeds are subject to taxation when payable to 
the estate or for the benefit of the estate.** 


Illinois inheritance tax paid is a credit allowable against federal 
estate tax to the extent of eighty per cent of the basic federal tax.°* This 
fact reduces the importance of the Illinois tax as a factor in estate plan- 
ning. While the Illinois tax will not be completely absorbed in most 
cases, in estate of a million dollars or more and in certain other situations, 
it will sometimes be found that the Illinois tax is completely absorbed by 
the estate tax credit. In such a case, insurance proceeds could be made 
payable directly to the estate without increasing the over-all Illinois and 
federal death taxes. This may be desirable if the proceeds are intended to 
defray death taxes. 

One result of the 1948 Act has been to increase the importance of 
the Illinois tax. When the estate tax is reduced by use of the marital 
deduction, there is a reduction in the eighty per cent inheritance tax credit 
without any corresponding reduction of the inheritance tax. Further- 
more, federal estate tax is a deduction allowable in computing the net 
estate subject to Illinois inheritance tax.*° A reduced estate tax thus 
increases the amount of the estate subject to inheritance tax. Insurance 
payable to the wife of an insured, therefore, becomes doubly advantageous 
in that it may qualify for the marital deduction and also avoid the inci- 
dence of Illinois inheritance tax in the husband's estate. 

Powers of appointment are not subject to Illinois tax unless exer- 
cised.*? Thus if insurance proceeds are payable to a surviving wife in 
installments, or otherwise, with a gift over of the remainder on her death, 
and the wife is given a power of appointment in order to qualify the 
proceeds under Section 812(e) (1) (G) of the Code, that power unless 
actually exercised by the wife will not subject the proceeds remaining 
at her death to Illinois inheritance tax. It is apparent that a carefully 
drafted settlement clause can not only secure the benefits of the marital 
deduction but can completely avoid the incidence of Illinois inheritance 
tax on insurance in the estates of both husband and wife. 


“ILL. REV. STAT., c. 120, § 375(1) (1947). Exercised powers of appointment 
and joint interests passing to the survivor are also taxed. Id. § 375 (4) and (5). 


™ See A NEW AND PRACTICAL MANUAL OF ILLINOIS INHERITANCE TAX LAW 
AND PROCEDURE 19, Attorney General (1944). 


"Id: at 23. 

* INT. REV. CODE § 813 (b). 
© People v. McCormick, 327 Ill. 547, 158 N.E. 861 (1927). 
“ILL. REV. STAT., c. 120, § 375(4) (1947). 
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GIFT TAX 
Gifts of Life Insurance 


An assignment of a life insurance policy without consideration con- 
stitutes a gift for purposes of federal gift tax.** Payment of premiums on 
a policy owned by another is also a taxable gift.** Retention of a reversion- 
ary interest in a policy will not prevent an assignment from being subject 
to gift tax.°** However, the value of the reversion if subject to actuarial 
computation should be deductible from the value of the gift.*© An irre- 
vocable beneficiary appointment constitutes a gift even though the insured 
reserves the right to full ownership in the event that the beneficiary pre- 
deceases him and the right to exercise incidents of ownership with the 
beneficiary's consent.*° Such nominations are not generally desirable 
since the entire proceeds are also subjected to estate tax.* 

In the Adele F. Goodman * case, a wife placed policies on her hus- 
band’s life in trust for her children, reserving the right to revoke at any 
time prior to her husband's death. It was held that the termination by the 
husband’s death of the wife’s right to revoke constituted a gift by her to 
the children in the full amount of the proceeds. 


Valuation 


The value of an insurance policy for gift tax purposes is not its cash 
surrender value but its replacement value at the date of gift.°* This rule 
applies not only to single premium 7” and paid-up ™ policies, but also to 
policies on which premiums still remain to be paid.”? The Regulations ” 


U.S. Treas. Reg. 108, § 86.2(a) (8) (1943). 

“Ibid. But see Grace R. Seligmann, 9 TC 191 (1947) (wife who was primary 
beneficiary under irrevocable trust created by husband of policies on his life held not to have 
made gift to contingent beneficiaries by paying premiums) . 

“ Ibid. Charles L. Flaccus, 2 TCM 1180 (1943). 

® See Smith v. Shaughnessy, 318 U.S. 176, 63 Sup. Ct. 545 (1943). Cf. Robi- 
nette v. Helvering, 318 U.S. 184, 63 Sup. Ct. 540 (1943). 

* The beneficiary has a substantial adverse interest. See INT. REV. CODE § 1000 
(e) ; PAUL, FEDERAL ESTATE AND GIFT TAXATION § 16.11, 700, 701 (1946 Supp.). 

* INT. REV. CODE § 811(g) (2) (B). Credit for gift tax paid would be allowed. 
INT. REV. CODE §§ 813 (a) and 936(b). 

©4TC191 (1944), aff'd, 156 F.2d 218 (C.C.A. 2d 1946). 

“U.S. Treas. Reg. 108, § 86.19 (1943). Guggenheim v. Rasquin, 312 U.S. 254, 
61 Sup. Ct. 507 (1941) (Surrender of a policy is only one of several valuable rights of 
the owner, including the right to hold it until maturity) . 

Guggenheim v. Rasquin, supra note 69; United States v. Ryerson, 312 U.S. 260, 
61 Sup. Ct. 479 (1941). 

™ Houston v. Commissioner, 124 F.2d 518 (C.C.A. 3d 1941). 

™ Margaret R. Phipps, 43 B.T.A. 790 (1941); Estate of James H. Lockhart, 46 
B.T.A. 426 (1942). 
™ U.S. Treas. Reg. 108, § 86.19 (1943). 
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provide, however, that where replacement value is not readily ascertain- 
able because the policy has been in force for some time and premiums still 
remain to be paid, an approximation of the value may be obtained by 
“adding to the interpolated terminal reserve at the date of the gift the 
proportionate part of the premium last paid before the date of the gift.” 
The terminal reserve is the reserve which the insurer enters on its books 
against the contract.™* It exceeds the cash surrender value by the amount 
of charge made for terminating the policy. The word ‘‘interpolated’’ 
merely indicates that the reserve is adjusted to the actual date of the gift. 


Future Interests 


Donors of ‘‘future interests’ are not entitled in connection therewith 
to the $3,000 annual exclusion otherwise available.** An outright gift of 
an insurance policy is not that of a ‘future interest’’ merely because the pro- 
ceeds are not payable until death or are payable in installments or to contin- 
gent beneficiaries.7* On the other hand, if the right to exercise the incidents 
of ownership is suspended or made contingent, either by the instrument 
of transfer 7” or by the terms of a trust to which the transfer is made,” 
the gift is of a ‘‘future interest,’’ and the exclusion is not available. Pay- 
ments of premiums on such policies are also gifts of ‘‘future interests.’’ " 


Marital Deduction 


Under Section 1004(a) (3) (added by Section 372 of the 1948 
Act), an outright gift of an insurance policy from one spouse to another 
is entitled to a marital deduction with the result that one-half the gift 
is exempt from gift tax. ‘Terminable interests’ subject to remainder 
Over or reversion to the assignor are not entitled to the exemption.® It is 
important to note that there is no provision similar to Section 812 (e) (1) 
(G) exempting insurance settlements subject to a power of appointment 
in the donee-spouse. 


™ See Commissioner v. Edwards, 135 F.2d 574 (C.C.A. 7th 1943) (approving 
this criterion of value); WANCE, INSURANCE 54, 56 (2d ed. 1930); Note, 45 MICH. 
L. REV. 522 (1947). 


INT. REV. CODE § 1003 (b) (3). 
U.S. Treas. Reg. 108, § 86.11 (1943). 
™ Joe J. Perkins, 1 TC 982 (1943); Non-acq., 1943 CUM. BULL. 38. 


* Frances P. Bolton, 1 TC 717 (1943); Pauline Wilkins Tidemann, 1 TC 968 
(1943) (exclusion allowed, however, with respect to dividends currently distributable) . 
Acq. 1943 CUM. BULL. 23. 


™ Roberts v. Commissioner, 143 F.2d 657 (C.C.A. 5th 1944), cert. denied, 324 
U.S. 841, 65 Sup. Cr. 585 (1945). 


® INT. REV. CODE § 1004 (a) (3) (B). 
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INCOME TAX 
Proceeds Payable at Death 


Life insurance proceeds paid by reason of the death of ‘the insured 
are exempt from federal income tax,** except in the hands of a transferee 
for value. It is immaterial whether such proceeds are received in a lump 
sum or under an installment or annuity option. It is also immaterial 
whether the option is exercised by the insured or after his death by the 
beneficiary.** If the funds are left with the company at interest, how- 
ever, such interest is subject to tax.** Also taxable are excess interest and 
dividends payable in connection with installment or annuity options.** 

Insurance proceeds received under installment or annuity options 
include an earned increment over and above the lump sum amount pay- 
able at the death of the insured. This increment is received free of tax, 
thus effecting a savings not available if the proceeds are taken down in a 
lump sum and otherwise invested. 

It is important to note, however, that an assignee—other than the 
insured—of an insurance policy for a valuable consideration is subject 
to income tax on the proceeds received on the death of the insured to the 
extent that they exceed the consideration paid by him plus premiums 
paid after the assignment.** Transfer of a policy for a consideration may 
avoid gift and estate taxes, only to subject the proceeds to the greater 
burden of an income tax in the hands of the transferor. 

When a policy is transferred by gift, the proceeds have the same 
status in the hands of the donee as in the hands of the donor.** 


Proceeds Payable During Life 


Proceeds of life insurance payable during the life of the insured as 
cash surrender value or as a matured endowment are subject to income 
tax to the extent that such proceeds exceed the sum of all premiums and 
other consideration paid for the policy by the recipient.’ Dividends 
withdrawn are not taxable income but a return of premium and should 


Id. § 22(b) (1). Proceeds payable to a spouse under a divorce settlement are 
taxable under id. § 22(k). See id. § 22(b) (2) (A). 

® Commissioner v. Pierce, 146 F.2d 388 (C.C.A. 2d 1944). 

INT. REV. CODE § 22 (b) (1). 

* Commissioner v. Winslow, 113 F.2d 418 (C.C.A. Ist 1940) ; Commissioner v. 
Pierce, supra note 82. 
INT. REV. CODE § 22(b) (2) (A). 
Ibid. Alcy Siyver Hacker, 36 B.T.A. 659 (1937). 
"Ibid. 
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be deducted in computing cost.** Losses are not allowable unless the 
policy was purchased as an investment for profit.* 

If the proceeds are left with the company under the interest option 
with right of withdrawal, the entire principal amount is constructively 
received at once and subject to tax. In order to avoid constructive receipt 
when an annuity or installment option is selected, caution suggests exer- 
cising the election prior to maturity.** Under life annuity or under term 
certain or longer life options, the payments are taxed as an “‘annuity’’ so 
that an amount equal to three percent of the cost of the policy is included 
in income annually.** The balance of each payment is excluded from 
income until the aggregate of such exclusions equals cost. Thereafter, 
each payment is taxable in full. If the proceeds are payable in stated 
installments for a term certain, there is no tax until the sum of the install- 
ments equals cost.** The entire amount received thereafter is taxable. If 
the fund is to be paid out in installments of fixed amount until exhausted 
with interest on the balance from time to time remaining credited to each 
payment, the amount of such interest would be taxable in each year. 

A lump sum payment is taxable in a single year, thus incurring a 
higher tax rate than if the payments were spread over a number of years. 
The term installment option postpones the tax to the latest years of the 
term. The annuity option and the option to take installments until the 
fund is exhausted spread the taxable portion of the payments over more 
years and thus would ordinarily achieve the best tax result. 

Sums received from the insurer on surrender of an insurance or 
endowment policy in excess of cost are not capital gain since there is 
no sale or exchange.** There seems to be no case squarely holding that 
a sale of an insurance policy results in a capital gain * although such a 


© 1.T. 3413, 1940-2 CUM. BULL. 58. 

Toss allowed on this ground, Atkinson v. Early, 5 CCH 1948 FED. TAX REP. 
§ 9355 (D.C. E.D. Va., July 13, 1948). Contra: London Shoe Co. v. Commissioner, 
80 F.2d 230 (C.C.A. 2d 1935) (difference between premiums and cash value held cost 
of insurance, not loss), cert. denied, 298 U.S. 663, 56 Sup. Ct. 747 (1936). 

© Blum v. Higgins, 150 F.2d 471 (C.C.A. 2d 1945). 

" But see G.C.M. 22519, 1941-1 CUM. BULL. 330 (no constructive receipt 
although election was after maturity) . 

® INT. REV. CODE § 22(b) (2) (A). Hess v. United States, 74 F. Supp. 135 
(D.C. Minn. 1947). 

* George H. Thornley, 2 TC 220 (1943), appeal to C.C.A. 3d nolle prossed on 
this point March 3, 1944; Non-acq., 1944 CUM. BULL. 49. Treasury Decision 5684 
issued January 12, 1949, amended U.S Treas. Reg. 111, § 29.22(b) (2)-1 and 2, 
effective as of February 13, 1949, to conform to the Thornley decision. The amendment 
applies to taxable years ending on or after December 31, 1948. 14 FED. REG. 180 
(1949). 

* Bodine v. Commissioner, 103 F.2d 982, 987 (C.C.A. 3d 1939), cert. denied, 
308 U.S. 576, 60 Sup. Ct. 92 (1939). 

* Jules J. Reingold, B.T.A. Memo (CCH Dec. 11, 868 [B] [1941]), held that 
a sale of a policy after the death of the insured resulted in a capital gain. Cf. Commissioner 
v. Caulkins, 144 F.2d 482 (C.C.A. 6th 1944). 
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position could be supported on the ground that an insurance policy is a 
capital asset.°* If a capital gain results, the owner of an endowment policy 
by selling his policy shortly before maturity can achieve a capital gain 


result, thus limiting the effective rate of tax to twenty-five percent.” 


Trust Income Used to Pay Premiums 


Under Section 167 (a) (3) of the Code,® the grantor of a trust is 
taxable with respect to trust income which is, or in the discretion of a 
person not having a substantial adverse interest may be, used to pay 
premiums on insurance on the grantor’s life, except policies payable to 
charity. A number of interesting and technical problems have been liti- 
gated under this section.*® Its most important effect from the estate 
planner’s point of view is to render the income of an irrevocable funded 
insurance trust taxable to the grantor to the extent of premiums on pon- 
cies on his life included in the trust. 

The income of an insurance trust may, of course, be taxable to the 
grantor under other sections of the Code.’ 


INSURANCE POLICY OWNED BY THIRD PARTY 


Since passage of the Revenue Act of 1942, it has become popular 
for wives to take out insurance on the lives of their husbands. If the wife 
pays all premiums and has all incidents of ownership, the proceeds are 
not taxable in the husband's estate. In some cases policies have been 
assigned to the wife as a gift and she pays subsequent premiums, but this 
device is not as desirable since the value of: the policy—over exemption 
and exclusion—is subject to gift tax, and the portion of the proceeds 
attributable to premiums paid by the husband prior to transfer remains 
subject to estate tax in his estate. In some instances it has been found 
advisable for the husband to surrender a policy held by him for its cash 
value or for paid-up or extended term insurance, permitting the wife 
thereafter to apply for a new policy. This should be done with caution 
with older policies paying favorable interest rates on proceeds left with 
the company. 


* See INT. REV. CODE § 117 (a). ; 

"Cf. W. P. Hobby, 2 TC 980 (1943) (sale of stock prior to redemption) ; Acq. 
1944 CuM. BULL. 13. But see Helvering v. Horst, 311 U.S. 112, 61 Sup. Ct. 144 
(1940); Duran v. Commissioner, 123 F.2d 324 (C.C.A. 10th 1941); Palm Beach 
Trust Co., 9 TC 1060 (1947). 

® Constitutionality upheld: Burnet v. Wells, 289 U.S. 670, 53 Sup. Ct. 761 
(1933). See proposed amendment, § 141, H. R. 6712, supra note 15. 

* See generally KENNEDY, FEDERAL INCOME TAXATION OF ESTATES AND TRUSTS 
§ 6.19 (1948) ; MONTGOMERY, FEDERAL TAXES, ESTATES, TRUSTS, AND GIFTS 344 
et seq. (1947-48). 

10 E.g., White v. Higgins, 116 F.2d 312 (C.C.A. Ist 1940) (§ 22[a]); Phipps 
v. Helvering, 124 F.2d 288 (App. D.C. 1941) (§ 167 [a] [1]). 
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It seems likely that these practices will be less prevalent in husband- 
wife situations where the marital deduction is to be availed of. Although 
the proceeds of a policy owned by the wife are thus freed of tax in the 
estate of the husband, they may be taxed in full in the estate of the wife. 
A better result might be obtained if the husband retained the policies 
and limited the proceeds in such a way that part was taxable in his estate 
and the balance in his wife’s. In many cases the emphasis might more 
properly be on having the wife take out insurance on her own life in 
order to defray the increased tax on her estate. 

The tax savings to be effected by having a child apply for and pay 
premiums on insurance on the life of a parent are, of course, not affected 
by the marital deduction. 

If the purpose of the insurance is to provide cash for payment of 
debts and taxes, a disadvantage of such an arrangement is that the owner, 
whether child or wife, may not choose so to utilize the proceeds. This 
may be avoided by having the owner transfer the policy to a trust, giving 
the trustee powers to purchase assets from and make loans to the estate. 

The fact is sometimes overlooked that the owner of the policy may 
predecease the insured. In such event the then value of the policy is 
included in the owner's gross estate for estate tax purposes. Provision 
should be made in the owner’s will for payment of premiums on the 
policy and giving the executor and testamentary trustee adequate powers 
to act with respect to it. 


INSURANCE OPTIONS AND TRUSTS 


If the proceeds of a policy will be required to pay debts and taxes, 
it may be desirable to have them payable to the estate in a lump sum. 
If they are merely to provide cash for such purposes in order to preserve 
other less liquid assets, they may be made payable to a trust giving the 
trustee power to loan money to and purchase assets from the estate. Such 
a trust will protect the proceeds from Illinois inheritance tax. 

Where the proceeds are intended to provide income, it will be 
desirable to elect one of the options available in the policy or to create an 
insurance trust. 

Life insurance policies generally contain the following options which 
may be elected either by the insured or after his death by the beneficiary: 


1. To leave the proceeds with the company until a later date 
at a prescribed rate of interest. 


2. To have the proceeds paid in specified installments for a 
fixed period. 


. To receive an annuity for the life of the beneficiary. 
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4. To receive installments as in 2, or for the life of the bene- 
ficiary if he survives the period fixed. 


5. To have the proceeds paid out in installments of fixed 
amount until the fund is exhausted, interest on the balance 
from time to time remaining being included in each 
installment. 


Most companies permit a beneficiary the right to draw down the 
unexhausted fund or commuted value of the contract on payment dates 
and will include provisions for contingent beneficiaries on the death of the 
primary beneficiary. Insurance companies, however, will not assume the 
responsibility of invading principal in event of emergency or of increasing 
or withholding income distributions in accordance with family needs. This 
flexibility is obtainable by means of an insurance trust which may arm the 
trustee with discretion necessary to meet changing conditions. 

It may be noted than an annuity or installment option is an agree- 
ment to pay certain sums in any event. The guaranteed return may be 
a real advantage under older policies paying 3 or 314%. More recent 
rates of 2 or 214% are not as attractive. Under a trust the beneficiaries 
have the advantages and disadvantages of a fluctuating market and invest- 
ment return. The earned increment in annuity or installment option pay- 
ments is not subject to income tax, a saving not available to trusts. Trustees 
charge for their services; the insurer makes no additional charge 
in connection with options. It is necessary to have a guardian appointed 
to receive option payments for minors, whereas this may be avoided by 
appropriate provisions in a trust. The law in Illinois seems to be that 
creditors cannot reach a debtor’s interest in a revocable insurance trust ? 
or in the cash value of insurance policies *°* unless they were set up in 
fraud of creditors. 

Perhaps the ideal solution would be to create a trust empowering 
the trustee to exercise the options in the policy. Unfortunately, however, 
many insurance companies will not permit corporate trustees to exercise 
options, and some will not permit any trustee to do so.?* It is advisable, 
however, in all insurance trusts to give the trustee full power to elect 
options and otherwise deal with the policies after their maturity. 

The irrevocable funded insurance trust was formerly widely used 
as a tax avoidance device, the intent being to insulate the grantor from 
income tax on the trust income and to prevent the insurance proceeds 
from being subject to estate tax. Income of such trusts is taxed 
to the grantor under Section 167 (a) (3). Contemplation of death and 


10 See Gurnett v. Mutual Life Ins. Co., 356 Ill. 612, 191 N.E. 250 (1934). 

18 Fidelity Coal Co. v. Diamond, 322 Ill. App. 229, 54 N.E. 2d 240 (1944). 

1 See Fenniman, Insurance Options for Trustees, 82 TRUSTS AND ESTATES 577 
(1946). 
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the indirect payment of premium provision in the 1942 Act make such 
a trust a dubious device for avoidance of estate taxes. In absence of income 
or estate tax savings, it would generally seem preferable to use a revocable 
trust. This is a more flexible device and also does not constitute a transfer 
subject to gift tax. 


CONCLUSION 


Prior to giving advice with respect to life insurance in a client’s 
estate, it is essential that a lawyer obtain and carefully examine each policy 
involved. The various provisions of the policy as well as each assignment, 
beneficiary nomination, and other action taken with respect to it should be 
scrutinized. 

An insurance plan cannot be prepared in a vacuum. Complete 
information as to the other property, income, and needs of the insured, 
his wife, and dependents will be required if adequate advice is to be 
rendered and if the insurance is to take its place as a useful component 
in an integrated estate plan. 

No type of property is as flexible and as adaptable to the problems 
of death as life insurance. However, the intricate and technical nature 
of the taxes applicable to insurance makes skilled tax advice necessary so 
that unnecessary and unexpected tax burdens will not impair an other- 
wise valid insurance plan. In rendering such advice, a lawyer can perform 
an important service for the insured and his dependents. 











DISPOSITION OF BUSINESS 
INTERESTS 


BY WILLIAM N. HADDAD* 


THE MAIN PROBLEM in disposing of a business is finding a successor— 
someone willing and able to carry on the business after the owner's death. 
This is equally true whether the business is a farm, a grocery store, or a 
manufacturing plant. If the successor can be found or selected during the 
owner's life, and an arrangement can be made for him to buy the business 
upon the owner's death, two additional problems that confront many 
estates might be solved—namely, the problem of raising cash and the 
question of valuation. 


The task of finding a successor is, of course, a practical or business 
problem. Legal forms and machinery alone cannot be counted on for a 
solution. A farmer knows that incorporating the farm will not serve 
as a substitute for an able-bodied son to carry on after he is gone. A 
businessman should likewise be aware that forming a corporation or a 
partnership does not automatically assure continuation of the business 
after his death, much less a realization by his estate of the value of the 
business as a going concern. There is little practical difference between 
the problems confronting the estate when the decedent’s business was 
individually owned and when it was held by a wholly-owned corpora- 
tion or by a family partnership in which the decedent was the sole man- 
ager. In all three cases the executor or the surviving partner may find 
himself under the necessity of liquidating the business unless a purchaser 
has been found before the decedent’s death or can be found promptly 
thereafter. 

It is true, however, that the existence of a partnership or a corpora- 
tion may facilitate the transfer of the business to a successor or likely 
successor. Moreover, it may provide the machinery for attracting a suc- 
cessor and tying him into the business by giving him an immediate interest 
in it. In that sense the form of ownership may be important. 

Many factors, of course, are to be considered in determining whether 
an enterprise should be conducted as:an individually-owned business, 
as a partnership, or as a corporation. Most of these factors are associated 
with life rather than the situation produced by the owner's death. Not 


*WILLIAM N. HADDAD. A.B. 1923, University of Oklahoma; LL.B. 
1926, Harvard University; member of the firm of Bell, Boyd and 
Marshall, Chicago, Illinois. Mr. Haddad wishes to acknowledge the 
assistance of James P. Johnson in the preparation of the article. 
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the least important consideration is the amount of income taxes payable 
under each alternative. In the years immediately preceding 1946, thousands 
of partnerships were formed as a refuge, or imagined refuge, from the 
high surtax rates applicable to individuals in the upper brackets on the 
one hand and the excess profits taxes applicable to corporations on the 
other. Since the repeal of the excess profits tax in 1945, the trend has 
been the other way, and many unincorporated businesses have been incor- 
porated or reincorporated. Nevertheless, under present tax rates and though 
we disregard the possibility of a new excess profits tax, it will rarely be 
advisable to incorporate a business merely for the sake of obtaining the 
formal ‘‘continuity” that attaches to corporate existence. On the other 
hand, the convenience and flexibility of the corporate structure and the 
means that it affords of attracting or retaining likely successors through 
immediate ownership of a part of the stock are factors that might well 
be taken into account. 

Although the ultimate problem is the same regardless of the type of 
ownership, some of the details and incidental problems vary with the 
form of organization. The three usual types of ownership will therefore 
be discussed separately. 


INDIVIDUAL PROPRIETORSHIPS 


The problem of succession is most acute in the case of an individ- 
ually-owned business, not because of the form of the ownership but 
because of its exclusiveness. Any lifetime purchase agreement in such 
case must necessarily be with an outsider as distinguished from a part 
owner, and few outsiders are likely to be willing to commit themselves 
to buy the business for a fair price at an indefinite time in the future 
fixed by the owner’s death. Occasionally, a satisfactory agreement can 
be made for the transfer of the business to one or more employees. But 
in such cases, it may be necessary to provide for payment of the purchase 
price in comparatively small installments over a long period of time. This 
might defeat the purpose of the sale by postponing the receipt of cash 
(while death taxes must still be paid immediately) and leaving a large 
part of the investment subject to the hazards of the business. 

The use of life insurance might be considered in such cases, although 
if it is necessary to increase the employees’ salaries beyond what they 
would otherwise be or to give them extra bonuses in order to pay for 
the life insurance, the owner should realize that the purchase price is being 
provided at his own expense, except to the extent that an income tax 
saving results from the payment. Such saving, however, may be a material 
factor. If, for example, the owner’s top tax rate is 70% and the employee’s 
is 40%, $1,000 of income retained by the employer means $300 after 
taxes, while the same amount paid to the employee leaves him $600 after 
taxes. With the same $1,000 (before taxes), the employee, in such an 
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example, could buy twice as much insurance as the employer, one-half of 
what he buys being at the employer’s expense and the other half being 
attributable to a tax saving—obviously, a very desirable arrangement 
from the employee’s standpoint. This all assumes, of course, that the 
extra compensation would not have been paid except for the purchase 
contract—something that it may be difficult to be sure of—and also that 
the total compensation paid meets the test of reasonableness so as to be 
deductible under Section 23 (a) of the Internal Revenue Code. It is prob- 
ably safe to assume that most agreements to sell to employees are motivated 
more by a desire to benefit the employees or to retain their services than 
to solve the conventional problem in the employer's estate. 

Some writers have suggested the possibility of selling an interest in 
the business, either incorporated or unincorporated, to an employees’ 
pension or profit-sharing trust which is exempt from income tax under 
Section 165(a) of the Internal Revenue Code. But the Commissioner of 
Internal Revenue, who, since 1942 has exercised strict supervision over 
such trusts, must be satisfied that the sale is not intended to serve any 
purpose except the ‘‘exclusive benefit of employees’; otherwise, the trust 
may be denied an exempt status on the ground that its purpose is to 
benefit the employer. Such a program, if otherwise practicable, should 
be adopted only with the Commissioner’s approval. And regardless of 
feasibility, the wisdom of investing in the employer’s business any large 
portion of the funds set aside for employees might also be open to ques- 
tion. This is particularly true in the case of a pension trust, one of the 
principal objects of which is to provide the employees with a measure of 
security that will not be dependent on the continued success of the business. 

If no satisfactory sale arrangement can be made during the owner's 
life, the best course for the owner to follow is perhaps to reduce the size 
of the problem by keeping the investment in the business as low as pos- 
sible. This can be done by diverting some of the assets into other invest- 
ments or, what is essentiaNy the same thing, by taking out life insurance. 
In addition, the owner should make careful provision respecting the busi- 
ness in his will, as is hereinafter suggested. 


PARTNERSHIPS 


In the case of a partnership, the most logical successor is the sur- 
viving partner or partners. Every partnership should face the contingency 
of the death of a partner and make specific provision for it. That should 
be done in the interest of both the decedent and the survivors. Under 
the Uniform Partnership Act, the death of a partner dissolves the part- 
nership, and unless the parties have agreed otherwise, it becomes the duty 
of the surviving partner or partners to liquidate the business immediately 


7U.S. Treas. Reg. 111, § 29.165-1 (a) (1943); P.S. No. 49, P-H PENS. & 
PROFIT SHAR. SERV. J 9547 (1945). 
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and to pay to the decedent’s representative his share of the proceeds. The 
survivors thus occupy a position similar to that of an executor with no 
power to run the business. Of course, there is nothing to keep the sur- 
vivors from buying the decedent’s interest at that point. But such a pur- 
chase may have to be negotiated under unfavorable conditions. From 
the standpoint of the estate, the newly appointed executor may be in a 
poor position to determine a fair price, or he may have difficulty in obtain- 
ing the necessary authorizations or consents to make the sale; and from 
the standpoint of the survivors, they are under the urgent necessity of 
making a quick purchase because of their lack of authority to run the 
business, as distinguished from winding it up, and the risk they take if 
losses are incurred on the one hand and the necessity of preserving its 
value as a going business on the other. 

It would be better, therefore, if the partnership agreement made 
provision for continuation of the business and a purchase of the decedent’s 
interest by the survivors. Or if the parties are unwilling to make a com- 
mitment for such purchase, the survivors might be given an option for 
a limited time to buy the decedent’s interest at a fair price plus the right 
to continue the business until the expiration of the option period, treating 
the estate as a partner or a limited partner during such period. 

In any purchase arrangement, the primary purpose is to compensate 
the decedent’s estate for the value of his interest in the partnership. Where, 
as in the case of a professional partnership, the firm has little capital, 
the fairest arrangement might be to give the estate a share of the income 
for one or more years after the decedent’s death. In such a case, how- 
ever, a serious question may arise as to the correct income tax treatment 
of the payments. If what the estate receives is regarded as payment for 
the decedent’s share of the capital or good will of the business, the amounts 
received are not taxable as income to the recipients; nor are they deductible 
by the survivors. They are treated as payments of purchase price for a 
capital asset. If, on the other hand, the amounts are considered to be 
in payment of the decedent’s interest in the income of the firm or to rep- 
resent the estate’s share of the income, they are taxable to the recipients 
and are subtracted from the income that would otherwise be taxable to 
the survivors. The decided cases on this subject are confused and reach 
varying results, the outcome frequently turning on the exact language 
used to describe the payments.” Careful draftsmanship is therefore im- 


2? Compare, for example, Coates v. Commissioner, 7 TC 125 (1946), Miller v. 
Commissioner, 38 B.T.A. 487 (1938), and Wilkins v. Commissioner, 7 TC 519 
(1946), aff'd, 161 F.2d 830 (C.C.A. Ist 1947). The Wilkins case introduced a new 
complication. The surviving member of a law partnership had agreed to pay the estate 
of his deceased partner a percentage of the partnership income for a stated period prior to 
death, in payment for decedent’s interest in fees accrued but not collected. This payment 
was held to be in purchase of accounts receivable and not deductible from the survivor's 
income. (The receivables, however, would thereby acquire a cost basis, and collections on 
them would be taxable only to the extent of the excess over the cost). 
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portant to show not only the amount to be paid but the theory of the 
payment. 

By way of suggestion, the partnership agreement might make the 
following provisions: 


1. That the partnership—where there are more than two 
partners—shall not terminate upon the death of a partner 
but shall continue as a partnership between the survivors 
for its unexpired term or any other desired period.® 


2. That upon the death of a partner, the survivor or survivors 
shall buy his interest as of the date of his death (or any 
other specified date) at an agreed price or a price determined 
in accordance with a formula. In order to obtain fairly 
predictable income tax results, the payments to be made by 
the survivors might be divided into: 


(a) Any indebtedness owed by the firm to the decedent, 
including undrawn income from previous years. 


(b) The decedent’s share of the income to the date of 
death or the date of the sale, including income sub- 
sequently received from unfinished business. 


(c) The price for his share of the capital and good will.* 


3. The time of payment should, of course, be specified, and 
appropriate provisions should be made for security, reme- 
dies in case of default, etc. 


As far as estate tax is concerned, the value of the decedent’s interest 
is includible in his taxable estate, whether it represents principal or income ° 


~ 


* The death of a partner automatically dissolves a partnership but need not terminate 
it. See Heiner v. Mellon, 304 U.S. 271, 58 Sup. Ct. 926 (1938). 


“If it is desired to substitute for some portion of item (c) payments which would 
be taxable to the estate (and not to the surviving partners), it may be possible to accom- 
plish this result by giving the estate a share of partnership earnings for one or more years 
subsequent to the decedent’s death, thereby making the estate, for this purpose, a partner. 
Such a formula is often used in professional partnership agreements as a convenient means 
of approximating the decedent's interest in unfinished business. 


5 This is probably true despite Bull v. United States, 295 U.S. 247, 55 Sup. Ct. 
695 (1935), if it be assumed that the payments which the decedent is entitled to receive 
have an ascertainable value on the date of his death. The Bull case, which reached a con- 
trary result, seems to be limited in application to a situation where the deceased partner 
had no interest in capital and where his estate is merely given the right to continue in the 
position of a partner for a period subsequent to his death. McClennen v. Commissioner, 
131 F.2d 165 (C.C.A. Ist 1942); Lincoln Estate v. Commissioner, 1 TCM 326, 
(1942). See Rabkin and Johnson, The Partnership Under the Federal Tax Laws, 55 
HARV. L. REV. 909 (1942). 
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and even though the amount representing income may later be taxable 
as such to the recipient under Section 126.° 

The use of life insurance to provide for the payments to be made 
to the decedent’s estate is discussed later. 


CORPORATIONS 


In the case of an incorporated business, the planning should com- 
mence, if possible, at the time the corporation is formed. An investment 
of $500,000 in a wholly-owned corporation is easier to deal with if it 
is made up of, say, $100,000 of bonds, $200,000 of preferred stock, and 
$200,000 of common stock. The $100,000 represented by the bonds can 
be withdrawn from the business, either during life or after death, usually 
without income tax consequences; whereas a retirement of preferred or 
common stock by the corporation might easily result in a tax to the 
stockholder. With two classes of stock, the preferred shares could be 
sold to outsiders, either before or after death, without giving up control 
of the company. And after death, the estate could more readily sell the 
common, retaining the preferred, since it would take less to finance the 
purchase. 

This desirable flexibility can usually, within limits, easily be ob- 
tained on the incorporation of the business.’ But with an existing cor- 
poration, an attempt to reach the same result by means of a recapitaliza- 
tion runs into serious income tax dangers. The issuance of bonds in the 
reorganization of a closely-held corporation is definitely hazardous under 
the Adams and Bazely cases. The bonds may be taxable as dividends. 
And the Commissioner has recently been considering the possibility of 
according similar treatment to preferred stock.® In consequence, an estate 
sometimes finds it difficult to draw money out of a wholly-owned cor- 


* Any amount taxable under § 126 of the Internal Revenue Code as income “‘in 
respect of a decedent’? would be subject to the deduction allowed in § 126(c) for the 
estate tax paid on such amount. Section 126 may not apply to future income which is not 
attributable to services performed during the decedent’s life. In such case if the value of the 
right to receive the payments is included in the decedent’s estate for estate tax purposes, 
logically, a deduction should be allowed from taxable income for the amortization or 
exhaustion of such right. And whether or not such deduction is allowable, the fact that 
the payments are subject to income tax might well be taken into account in determining 
their value for estate tax purposes. Unfortunately, the decisions to date furnish no clear 
answers to these questions. 


™ See Schlesinger, ‘““Thin’’ Incorporations, 61 HARV. L. REV. 50 (1947). 
® Bazely v. Commissioner, 331 U.S. 737, 67 Sup. Ct. 1489 (1947). 


* See Special Ruling, December 29, 1947, published in 5 CCH 1948 FED. TAX 
REP. J 6059. 
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poration to pay estate taxes or other liabilities without incurring a sub- 
stantial income tax.?° 


Many problems can be solved by inter vivos stock purchase agree- 
ments. Such agreements overcome the two principal drawbacks of stock 
in closely-held corporations, viz., lack of liquidity and uncertainty about 
valuation for estate tax purposes. The purchase agreement can be with 
the corporation, with other stockholders, or with third persons, typically 
employees. An agreement on the part of the corporation to buy its own 
stock is always subject to the rights of its creditors. Furthermore, it is 
more appropriate to the situation where the stock to be bought is a 
minority interest. If such an agreement is made by the principal stock- 
holders, equity may require that a similar privilege be extended to the 
minority, unless their consent to the arrangement is obtained. Provision 
might be made that if the corporation fails or is unable to perform, the 
stock will be bought by the surviving stockholders who are parties to the 
agreement. 


The agreement can be for a fixed price, for a formula amount which 
takes into account book value or earnings, or the value can be left to 
appraisement. The price so agreed upon, if negotiated in good faith and 
at arm’s length, should be controlling for estate tax purposes.** 

The effect of an option exercisable upon the owner's death on the 
estate tax value depends upon the circumstances under which it is given. 
If an irrevocable option is given in a business transaction for adequate 
consideration (which might consist of a cross-option), the option price 
should control, even though the date-of-death value is considerably 
higher.’? In that case, the owner will have parted with a portion of the 
value during his life, receiving, by hypothesis, an adequate consideration 
in return. If, on the other hand, an option exercisable on death is granted 
without consideration, there is a gift of a portion of the value which 
takes effect at death and which must be added to the price named on 
the option.’® 

No reliance can therefore be placed on any option arrangement the 
primary purpose of which is to influence the valuation question. The 
valuation question might, however, be solved as an incident or by-product 


© A retirement of a part of the stock where the corporation has a substantial earned 
surplus would probably be taxable as a dividend under Code § 115(g); and a liquida- 
tion of the corporation followed by an immediate transfer of the business (other than the 
cash, say) to a new corporation might conceivably have the same tax result. If the money 
is lent by the corporation to the estate and there is no prospect of repayment, quaere 
whether the loan would be recognized as a loan rather than a distribution. 

1 See Wilson v. Bowers, 57 F.2d 682 (C.C.A. 2nd 1932). 

2 See note 11 supra; Bensel v. Commissioner, 36 B.T.A. 246 (1937), aff’d., 100 
F.2d 639 (C.C.A. 3rd 1938). 

% See Armstrong’s Estate v. Commissioner, 3 TCM 77, aff’d., 146 F.2d 457 
(C.C.A. 7th 1944). 
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of a sale of the stock at a genuinely negotiated price; so the attention and 
emphasis should be directed to the sale. 


UsE OF LIFE INSURANCE 


Life insurance is often used as the means of “‘funding’’ agreements 
to purchase business interests, particularly reciprocal agreements to buy 
or sell depending on survivorship. In many cases insurance may be the 
only practicable means of financing the purchase. Oftentimes, however, 
the arrangement involves a gamble between the parties which may not 
be fully realized or intended. 

Take the simplest case: A agrees to buy certain property from B 
upon B’s death for, say, $50,000. A doesn’t have $50,000, but he is 
able to save out of his earnings $2,000 a year. If B lives out his expect- 
ancy, A can accumulate the $50,000 and make good his contract. But 
there is no assurance that B will live that long. So A takes out $50,000 
of insurance on B’s life and covers the obligation in that way. Insurance, 
in that case, is the perfect solution. The only gamble involved is between 
A and the insurance company. 

Now, take another case: Two partners of the same age own, in 
equal shares, a business worth $100,000. The partnership agreement 
provides that upon the death of either partner, the survivor shall buy 
his interest for $50,000. It further provides that the firm shall take out 
$50,000 of insurance on each partner’s life and pay the premiums out 
of its earnings; and that upon the death of either partner, his estate shall 
receive the $50,000 of insurance proceeds in payment for his interest. This 
is manifestly unfair to the partner who dies first, because his estate will 
end up with $50,000 while the survivor will have $100,000. The part- 
ners could have reached the same result more simply by taking out their 
own insurance for the benefit of their own families and having a sur- 
vivor-take-all agreement with respect to the partnership—if that is what 
they really intended. And from the standpoint of the decedent’s estate, 
it would have been much better if the decedent had taken out his own 
insurance and let the executor sell the interest in the business for what- 
ever it would bring. That, however, would have left the survivor with 
an unsolved financing problem if he was to be the purchaser. One sensible 
way of solving the problem in a manner fair to both parties would be 
to consider the proceeds of any insurance paid for by the partnership as 
partnership assets and to pay a pro rata share to the decedent’s estate or 
reflect such share in the purchase price. In the example given, the decedent’s 
estate would, on that basis, receive a purchase price of $75,000 for his 
interest in the partnership or a purchase price of $50,000 plus $25,000 
of the insurance proceeds. 
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In the same example, if the interests of the partners are unequal 
and one partner bears, say, 60% of the cost of the insurance, his estate 
should receive 60% of the insurance proceeds. This equalization can be 
brought about directly by a proper division of the proceeds or, indirectly, 
by treating the proceeds as partnership assets and reflecting them in the 
purchase price. The cash value of the policies on the survivor's life should 
likewise be treated as partnership assets if the premiums were paid out of 
partnership funds. 


Suppose we vary the example and assume partners of different ages 
so that it costs more to carry the same amount of insurance on one partner 
than on the other. Here again, if the premiums are paid by the partnership 
and the proceeds are treated as partnership assets, no unfairness as between 
partners will result.'* 


It might be objected that the suggested treatment of the insurance 
proceeds as part of the partnership assets serves to increase the purchase 
price, thereby requiring more insurance to finance the purchase which, 
in turn, increases the price still further, and so on. That is true. A part- 
nership with $100,000 of assets, in addition to $50,000 of insurance, 
could not pay a 50% partner with the insurance alone. It would take 
$100,000 of insurance to give him an equal division of the total assets. 


If the above result is to be avoided equitably, the insurance should 
be bought and owned by the individual partners outside the partnership, 
each partner taking out insurance on the other’s life. In that case, when 
one partner dies, the other will collect insurance which belongs to him 
personally and which he can use to buy out the decedent’s interest in the 
partnership; while the decedent’s estate will receive the agreed price for 
the partnership interest plus whatever value there might be in the outstand- 
ing policy on the surviving partner’s life. The only trouble is that where 
there are several partners, instead of just two, each partner must take 
out insurance on each of the, others, which may require the issuance 
of a large number of separate policies; or an arrangement must be made 
whereby the insurance on each partner’s life is taken out for the joint 
benefit of all the other partners and the premiums are paid by them pro 
rata—that is, in proportion to each partner’s interest in the proceeds. 
Where for purposes of convenience the policies are taken out and paid 
for through the partnership, both the agreement and the accounting records 
should show that no partner has any interest in the policies on his own 
life or is charged with any portion of the premiums on such policies. This 
is advisable not only in the interest of correct accounting between the 


* There might be an unfairness if the interests of the partners are different as 
between capital and income unless (a) the premiums are charged to the partners in propor- 
tion to their interests in the capital, in which case the proceeds can simply be treated as 
partnership assets, or (b) special provision is made for a division of the proceeds in the 
same proportion as the premiums are paid. 
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partners, but also to prevent the proceeds from being subject to estate 
tax as part of the insured’s estate.?® 

What has been said about the gamble involved in insurance arrange- 
ments between partners is equally true with respect to such arrangements 
between stockholders of a corporation. Unless a survivor-take-all agree- 
ment is actually intended, all such arrangements should be carefully 
analyzed to make sure that the decedent’s interest is not to be paid for out 
of insurance which was bought, in whole or in part, at his own expense. 

The same element of gamble can also be present where the pur- 
chase agreement is made with the corporation rather than another stock- 
holder. If a 50% owner of a corporation having a net worth of $100,000 
agrees to sell his stock to the corporation for $50,000, and the corpora- 
tion pays for the stock out of insurance on his life which was taken out 
for the purpose, obviously a windfall would result to the remaining stock- 
holders. In such case, fairness to the decedent’s estate requires that the 
proceeds of the insurance be reflected in some way or taken into account 
in determining the price to be paid for the stock. 

It will often be found necessary or convenient to set up a trust or 
escrow to secure the performance of a purchase agreement, particularly a 
stock purchase agreement and, more particularly, one to be financed by 
life insurance. A reciprocal stock purchase arrangement between two 
stockholders could be set up along the following lines: 


1. The stockholders would agree that upon the death of either 
of them the survivor would buy his stock. 

2. The price or the method for determining the price would 
be specified. The price could be a fixed amount, which 
might be revised from time to time by mutual agreement ** 
or could be determined by a formula (based on book value, 
earnings, or anything else that is relevant) or could be left 
to appraisement. 

3. Each of the parties would agree to carry a stated amount 
of insurance on the other’s life and in the event of the 
death of the insured, to apply the proceeds on the purchase 
price of the decedent’s stock. 

4. A trust would be created to hold the stock and the insurance 
policies. The stock certificates would be properly endorsed 
for transfer, and the insurance policies would either be 
assigned or made payable to the trustee. The parties would 


* Under § 811(g) of the Estate Tax Law as amended in 1942, the proceeds are 
includible in the insured’s taxable estate if he either paid the premiums or had any of the 
incidents of ownership, e.g., the right to change the beneficiaries. The question of whether 
the proceeds would be included in lieu of or in addition to the interest in the business is 
discussed later. 

** A common arrangement is to agree on an initial price with the intention of revising 
it periodically. The danger in such arrangements is that the parties will neglect to make 
or be unable to agree on the revisions. 
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agree to pay the premiums on the policies or in the case of 
a ‘‘funded”’ trust, would provide the trustee with assets out 
of which payments could be made. 


5. The trustee would be authorized upon the death of either 
party to collect the insurance on his life and to apply the 
proceeds on the purchase price of his stock. If the proceeds 
are less than the price, the stock would be delivered to the 
survivor upon payment of the balance. If the insurance 
proceeds exceed the purchase price, the surplus can be made 
payable either to the surviving stockholder (since, by 
hypothesis, he bought the insurance) or to the estate of 
the decedent, as might be agreed. If the latter result is desired, 
it would be preferable to set a minimum price on the stock 
equal to the insurance. In either case, the proceeds of the 
stock would be turned over to the decedent's estate or bene- 
ficiaries; or, conceivably, they could be retained by the 
trustee under provisions similar to those in a conventional 
type of trust. The policies on the survivor's life would be 
returned to the decedent's estate, or they could be sold to 
the survivor for their cash value. 


The arrangement is, of course, subject to innumerable variations, 
depending on the facts and the results to be accomplished. The principal 
objects of an insurance trust of this type are (1) to secure the seller’s 
obligation to deliver the stock (and to prevent its sale or disposition to 
anyone else) and (2) to secure, in whole or in part, the buyer’s obliga- 
tion to pay the purchase price. If the agreement is drafted on that theory, 
no estate tax complications should result. Though it may not always 
be clear whether the amount includible in the seller’s estate is (a) the 
value of the stock (measured by the selling price) or (b) the insurance 
proceeds plus the additional amount, if any, to be paid by the purchaser,** 
the resulting estate tax, under present law, would be the same in either 
case.4®> However, if the insurance is paid directly to the decedent’s bene- 


7 The Tax Court has followed first one theory and then the other. See Boston Safe 
Deposit & Trust Co. v. Commissioner, 30 B.T.A. 679 (1934); Dobrzensky v. Com- 
missioner, 34 B.T.A. 305 (1936); Mitchell Estate v. Commissioner, 37 B.T.A. 1 
(1938); Riecker Estate v. Commissioner, 3 TCM 1293 (1944). Unless a gift element is 
involved, there would be no basis for taxing both the insurance and the full value of the 
property. See Note, 48 COL. L. REV. 450; See note 18 infra. 

* Conceivably, the state inheritance tax might be different in a state which does 
not tax insurance payable to beneficiaries other than the estate. But it may be doubted 
whether the proceeds received in exchange for the decedent’s stock should be classed as 
‘insurance’ for this purpose. The discussion in the text assumes a purchase price negotiated 
at arm’s length. In a case where that is not true—that is, where a gift is involved—the 
taxable amount may exceed the purchase price, whether insurance is used or not. Quaere, 
whether it should be considered that a gift is involved, though perhaps an unintentional 
one, where the decedent pays for some portion of the insurance which is used to buy his 
interest. 
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ficiary and the purchaser is required to pay only the excess of the agreed 
price over such proceeds, an income tax problem may be created for the 
purchaser. In Legallet v. Commissioner,’® the Board of Tax Appeals 
held that the purchaser’s cost of the property acquired in that manner 
does not include the insurance that was applied on the purchase price. 
In order to avoid this illogical result, it would be advisable to make the 
insurance payable to the trustee and to have the agreement indicate that 
the application of the proceeds on the purchase price is made on behalf 
of the purchaser. 

The premiums on the life insurance are not deductible, and the 
proceeds are exempt from income tax, except that in the case of a policy 
transferred for a valuable consideration, the exempt amount is limited 
to the amount of the consideration plus the premiums paid subsequent to 
the transfer.”° 

There has been considerable speculation as to whether a corporation 
carrying life insurance to finance the purchase of its own stock is partic- 
ularly vulnerable under Section 102 which imposes a penalty tax on 
unreasonable accumulations of surplus. The decisions shed very little 
light on this question; but to the extent that the insurance has a reserve 
value, it is a form of investment which it may or may not be possible 
to justify as serving a business need of the corporation, and it might well 
be taken into account in determining the company’s position under 
Section 102.72 


DISPOSITION BY WILL 


In the absence of statute or clear authorization in a will, an executor 
has no authority to continue his testator’s business.?? His function is to 
close out the business as quickly as possible, and if he does not do so, he 
is personally liable for any losses that may be incurred. Section 213a of 


* 41 B.T.A. 294 (1940). A similar result has been reached where stock is bought 
at less than value pursuant to an option granted in a will. Mack v. Commissioner, 148 
F.2d 62 (C.C.A. 3rd 1945) ); Merrell v. Evans, 8 F.2d 431 (D.C. Idaho 1925). 

* INT. REV. CODE § 22(b) (1) and (2). The limitation on the exemption does 
not apply where the policy is assigned to the insured himself, U.S. Treas. Reg. 111, § 
29.22 (b) (2)-3 (1943); LT. 3212, 1938-2 CUM. BULL. 65, nor in the case of certain 
tax-free exchanges. See the last sentence of the Code § 22(b) (2) (A). 

“1 The question might also be asked as to whether payment of the premiums by the 
corporation constitutes an indirect payment by the insured stockholders within the meaning 
of § 811(g); also whether the amount of the premiums might be taxable as dividends or 
salary to the stockholders. It is believed that such questions will not cause serious trouble 
if (1) the insurance is taken out merely as a means of financing the purchase of the stock, 
(2) the stock is to be bought at a reasonable price, and (3) the company retains owner- 
ship of the policies (subject to the terms of the purchase agreement or trust) . 

2 Smith v. Preston, 170 Ill. 179, 48 N.E. 688 (1879); Nonnast v. Northern 
Trust Co., 374 Ill. 248, 29 N.E. 2d 251 (1940). 
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the Probate Act of Illinois ** gives an executor or administrator a limited 
authority, ‘‘for the preservation and settlement of the estate,’’ to con- 
tinue the business for one month following the date of his appointment 
and for such further time as the probate court may authorize on petition. 
Obligations incurred in the operation cannot, without prior approval of 
the court, involve the estate beyond the “‘assets of the business.’’ In 
other words, in the absence of such prior court approval, if the ‘‘assets 
of the business’ are insufficient to meet the obligations incurred, the exec- 
utor is personally liable without any right of reimbursement out of the 
other assets.”* 

Anyone disposing of a business by will should therefore remember 
that it is extraordinary for the executor to operate a business, and that 
it is even more extraordinary to subject the outside assets of the estate 
to the debts incurred in such operation, and that it would take clear and 
unambiguous language to bring about such a result. 

Some of the questions that should be considered in drafting a will 
disposing of an interest in a business are as follows: 


1. If the interest is represented by securities of a corporation, 
is the executor (or trustee) authorized to retain the securities 
and distribute them in kind? Is that true, regardless of pro- 
ductivity, losses incurred, or other circumstances? Is he 
authorized to exchange ‘the securities for other securities, 
and is he authorized to sell the securities or is he required 
to retain them? In the event of a sale, may he determine 
the price and terms of sale? Is he authorized to continue 
the corporation or to reorganize or liquidate it? Is he to 
select the directors and officers, and may he serve in such 
capacity, with or without compensation? May he enter 
into new or different lines of business? May he lend money 
to the corporation out of other assets in the estate? May 
he subscribe for other securities in the corporation? May 
he appoint proxies and give them discretionary powers? 
If the corporation is merged or reorganized, does he have 
the same powers with respect to the successor corporation? 
May he liquidate or dissolve the corporation, and, if so, may 
he accept the assets in kind and continue the business and 
on what terms? ; 

2. In the case of an interest in a partnership, is the executor 
(or trustee) authorized to make a settlement with the re- 
maining partners and, if so, on what terms? May he sell 


ILL. REV. STAT., c. 3, § 366a (1947), added by Act approved July 24, 1945, 
Ill, Laws 1945 2. 

* The executor might contract himself out of personal liability by special agreement 
with prospective creditors, but that will seldom be practicable in day-to-day operations. 
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the interest or retain it? May he enter into a new agree- 
ment with the survivors of the business? May he subject 
the estate or the other assets in the estate to liability for 
debts or losses (this is probably not good against cred- 
itors)? May he sell the interest? May he make a compro- 
mise settlement? 


3. In the case of an individually-owned business, it is of first 
importance to define what is included in the business. If the 
business is a farm, how much of the land is included? Does 
the farm include the home, the equipment, the livestock, the 
harvested crops, etc.? If the business is a store or a plant, 
does it include the real estate, the accounts receivable, the 
securities acquired in the business; does it include such 
things as patents? How much cash is included where the 
business has a separate bank account or where it doesn’t? 
And what liabilities go with the business—payrolls, trade 
accounts, mortgages, property taxes, income taxes, etc.? 
After the ‘‘business’’ is identified, what is the executor or 
trustee to do with it? Is he authorized to sell it, operate, or 
liquidate it? For how long may he operate it? Is he author- 
ized to hire and fire managers and other employees and fix 
their compensation; may he run the business himself and 
receive extra compensation for so doing? May he make 
long-term contracts; may he incur obligations to be paid 
out of the other assets in the estate? May he incorporate 
the business and, if so, in what state and on what terms 
as to capitalization, assets to be included, composition of 
directors and officers, compensation, etc.? 


The will should also specify whether any or all the powers are 
intended to pass to a successor executor or trustee. 

Since it is impossible to foresee every question that might come up 
and to make express provision for each, some reliance must be placed on 
broad powers given in general language. In determining how broad these 
powers should be, a word of caution might be in order: There is some 
hazard in every business, and after the death of the founder, there is 
probably an extra hazard. For the founder of a business to incur losses 
which wipe out not only the assets in the business but his other assets 
as well is serious enough. But it is much more serious for an executor 
or trustee to incur such losses. The results to the beneficiaries might be 
disastrous. One should be extremely cautious therefore in directing or 
authorizing an executor to take risks which might wipe out the estate. 
The policy of the law which narrowly circumscribes the function of an 
executor is not without wisdom. 


























UNIVERSITY OF ILLINOIS 


Law Forum 


VOLUME 1949 SPRING NUMBER 1 








The student section of the Law Forum is the responsibility of the Board of Student 
Editors of the College of Law. 





BOARD OF STUDENT EDITORS 


ROBERT H. MILLER 
Editor-in-Chief 


WILLIAM M. LEWERS VINCENT J. WASILEWSKI 
Note Editor Case Editor 


EDITORS 


Arthur Brantman 
Richard E. Carlson 
Rex Carr 

William B. Davenport 
William R. Driscoll 
Ivan A. Elliott, Jr. 


Ned A. Fleishman J. Martin Lawless 
Wesley G. Hall Edward J. Murphy 
Charles I. Hopkins . William D. Randolph 
Philip B. Johnson Howard Sherman 
Burdette Kirkpatrick Kenneth R. Shorts 


Hilmer C. Landholit John H. Watson, Jr. 





CONTENTS 


NOTES 


Necessity and Effect of the Private Seal in Illinois.................. 


CASE COMMENTS 


CONFLICT OF LAWS—Effect of Wife’s Foreign Ex Parte Divorce 
Decree upon Independent Suit for Support of Minor Child 
Cr Oe a I o's Gc n eo bs be ows ha eee eee 


DEEDS—An Unsealed Instrument Held to Convey Title to Land 
(Shadden v. Zimmerlee, Ill. 1948) .................00 0000 ee 


DOMESTIC RELATIONS—Effect of Separation Agreement Upon 
the Husband’s Duty to Support His Wife (Haas v. Haas, N. Y. 


INCOME TAX—Deductions Under Section 23(a) (2) of the 
Internal Revennue Code by a Fiduciary Charged with Mis- 
management (Commissioner of Internal Revenue v. Josephs, 
a I S55 ihc Wa ha tee kesh ks ee 


LABOR LAW —Specific Performance of Collective Bargaining 
Agreements (Mountain States Division No. 17, Communica- 
tion Workers of America v. Mountain States Telephone and 
Telegraph Company, U.S. D. C., D. Colo., 1948) ........... 


PLEADING, PRACTICE AND PROCEDURE—FEffect of Failure 
to Plead the Statute of Limitations as an Affirmative Defense 
(Anderson v. Village Homebuilders, Inc., Ill. 1948) .......... 


TRUSTS-——Attempted Partial Revocation of Testamentary Trust 
by Family Settlement Agreement (Altemeier v. Harris, Ill. 


WILLS—Revocation of Duplicate Wills (In re Holmberg’s Estate. 
Wiersema et al v. People, Ill. 1948) ......................... 
130 


151 


154 


158 


160 


165 


170 


























Notes 


NECESSITY AND EFFECT OF THE 
PRIVATE SEAL IN ILLINOIS 


“How a scrawl made with pen and ink, and affixed to the name of 
the writer of the letter, . . . could give it any additional validity, I cannot 
discover. . . . I cannot consent to yield up my judgment in any case, 

. unless I can see the reason of the decision. Seeing none in this case, 
and believing that the purposes of justice are not all subserved by an 
adherence to such antiquated rules and unmeaning technicalities, I dissent 
from the opinion.” * 

Today, the foregoing criticism is as valid and as applicable to the 
law of Illinois as it was one hundred and seven years ago when it was 
written by Mr. Justice Breese, dissenting from an opinion of the Illinois 
Supreme Court to the effect that an agent cannot bind his principal by 
deed unless his authority is under seal. 

The modern lawyer, though a large part of his practice is stream- 
lined, must still deal with some legal anachronisms. In Illinois statutory 
changes have been made in the common law relating to sealed instruments; 
however, there remains the flotsam and jetsam of disconnected rules—the 
residuum of common law principles. The lawyer and title examiner must 
wrestle with this doctrine. It is hoped that the following examination of 
the applicable Illinois law relating to private seals will be of some value 
to the practicing lawyer of this state. If this review should challenge the 
Bar of Illinois to a consideration of the question of discarding the private 
seal, it will be more than justified. 


1. WHAT Is A SEAL? 


Every legal system has developed rules to distinguish between con- 
duct which is to be given effect in law and conduct which is not to be 
given effect. At different periods of the law varying formalities have been 
considered essential in order to give a particular transaction legal effect. 
For example, the early Saxon adopted the method of smearing his hand 
with ink and impressing it on a document under the words ‘‘witness my 
hand,” after which he made the sign of the cross in black or gold.* The 
function of the seal in authenticating documents takes us back to the 
eleventh and twelfth century. When most men could not read or write, 
they relied on scriveners to prepare their instruments. In order to per- 


1 Breese, J., dissenting in Maus v. Worthington, 4 Ill. (3 Scam.) 26 (1841). 
* Johnson, A Legal Relic, 9 THE GREEN BAG 545 (1897). 
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petuate the evidence of a legal act, an elaborately designed personal seal 
was used. The seal of the early common law is comparable to the signa- 
ture of today: it was used to identify the person who executed an instru- 
ment, and once the seal was found to be genuine, the instrument became 
the ‘‘best evidence’ of the material contained therein. Thus it was the 
means afforded for identification which gave the seal a peculiar quality. 
When the art of handwriting spread, the distinctive character of seals 
degenerated, and they could no longer be used as a means of identification 
of the author of an instrument. As a result it became necessary to hunt 
for a different explanation in order to perpetuate the notion that a seal 
possessed a peculiar quality. As pointed out by Chancellor Kent,® the 
courts were not long in finding a new explanation for the phenomenon 
of the seal. It was said that the peculiar quality of the instrument exe- 
cuted under seal was derived from the ceremony and solemnity attending 
the execution. 

The “‘solemnity and sanctity of execution’’ argument may have been 
satisfactory to explain the function of the seal to the judge of the latter 
period of the common law. However that argument lost its impressive- 
ness when the seal went through its next period of evolution and degen- 
erated to a mere scroll. It is ridiculous to think of a businessman as 
taking part in a little ceremony when signing an instrument containing a 
printed scroll. Mr. Justice Dunn administered the coup de grace to the 
“solemnity and sanctity’’ argument in People v. Ford * when he wrote, 
“The solemnity of the sealed instrument is purely Pickwickian and no 
longer represents an idea.” 

That the seal is a relic which retains none of its common law attri- 
butes is a proposition beyond argument. It certainly is no longer used 
as identification of the person executing an instrument, and it certainly 
is no longer evidence of solemn execution of an instrument. Neverthe- 
less, it is part of the legal system in Illinois; it cannot be ignored or over- 
looked. Although weakened by statute, and crippled by judicial deci- 
sion, it remains a time-hallowed factor with which the practitioner must 
contend, and as will be pointed out, it may be a help rather than a 
hindrance in a few situations. 

Returning to the question: ‘“What is a seal in Illinois?’’, we find 
that the once noble seal has degenerated to a humble symbol. In 1787 
Virginia enacted the following statute: ‘‘Any instrument to which the 
person making the same shall affix a scroll by way of seal, shall be ad- 
judged and holden to be of the same force and obligation as if it were 


*4 KENT COMM. 452. (14th ed.) 
*294 Ill. 319, 324, 128 N. E. 479 (1920). 
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actually sealed.” Our legislature copied the Virginia Act in 1827, but 
intentionally or unintentionally spelled the word ‘‘scroll’’ as “‘scrawl.”’ 
The Act of 1827 which is still on our statute books reads: ““That any 
instrument of writing, to which the maker shall affix a scrawl by way 
of seal, shall be of the same effect and obligation, to all intent, as if the 
same were sealed.” ® 


The first question to be decided by the court in interpreting this 
statute was the meaning of the word “‘scrawl.’’ In a very early decision,® 
it was held that the cryptic letters ‘‘L.S.”” opposite the name of the signer 
of a replevy bond were a sufficient seal. The letters were printed on the 
instrument before execution. The opinion did not indicate whether the 
letters were within a “‘scroll,’”” but the bond did contain a recital of seal- 
ing. The next case involving a construction of the statute was an action 
in assumpsit on a note executed, ‘‘Eames, Gray & Co. ( _—s+)«.””. There were 
no words or recital in the instrument to identify the use of the paren- 
theses, yet the court held them to be a sufficient ‘‘scrawl.”’ 7 

These early decisions were confirmed by several later cases. In Jack- 
son v. Security Life Ins. Co.* a release was signed, “Isabella H. Jackson, 
(Seal) ,”” but there was evidence that the parentheses were placed around 
the word ‘‘seal’” after the release had been signed. In construing the 
statute the court said, at page 166, ‘‘Even though it should be admitted 
that the scrawl was placed there afterwards by a representative (of the 
Insurance Company), such fact does not render the instrument void . . . 
the word seal is sufficient to constitute the instrument a sealed instru- 
ment without the necessity of a scrawl.’’® When the above case was 
before the Appellate Court it was pointed out that when a person attaches 
his signature opposite ‘‘a scrawl already made he thereby adopts it and 
makes it his own,”’ although the instrument contains no recital of sealing.?° 
The same view had been expressed earlier in another case tefore the 
Appellate Court, where the printed release did not contain a recital of 
sealing.*? 


® REV. LAWS (1826-27) 320; ILL. REV. STAT., C. 29 § 1 (1947). 
* Ankeny v. McMahon, 4 Ill. (3 Scam.) 11 (1841). 

7 Eames v. Preston, 20 Ill. 389 (1858). 

® 233 Ill. 161, 84 N. E. 198 (1908). 


® The Illinois court refused to uphold a scrawl as a seal in a case in which the issue 
was whether a release made in Oregon was under seal. The case is interesting because the 
court presumed the common law was still in effect in Oregon, and therefore concluded that 
the scrawl was not a seal, since at common law a seal was required to be of a tenacious 
substance, such as an impression on wax or wafer. Woodbury v. U. S. Casualty Co., 284 
Ill. 227, 120 N.E. 8 (1918) affirming Woodbury v. Ocean Acc. & Guar. Corp., Ltd., 
205 Ill. App. 387 (1917). 


% Jackson v. Security Life Ins. Co., 135 Ill. App. 86, 94 (1907). 
™ Quincy Horse Ry. & C. Co. v. Omer, 109 Ill. App. 238 (1903). 
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The results of such a liberal construction of the statute are: (1) a 
“scrawl’’ may be (a) the word ‘‘seal,’’ (b) the letters ‘‘L.S.’’, (c) brackets; 
and, (2) the scrawl need not be affixed to the instrument by the maker, 
nor need he recite that the instrument is intended to be sealed. 


2. RECITAL OF SEALING 


Today personalized seals (other than corporate seals) no longer 
exist as a means of execution of specialties. It is well known that in 
most deeds and releases the word ‘‘seal’’ or the mystic initials ‘‘L.S.”’ are 
printed on the blank forms which are used. In most cases the maker 
does not know whether he has used a seal or not. The question arises 
whether or not the maker intended to adopt the printed word “Seal’’ 
so that the instrument will have significance as a specialty. In the absence 
of a recital of the maker’s intention to adopt the seal, will the instru- 
ment have the effect of a sealed instrument? The Illinois courts have 
answered this question in the affirmative. A signature adjacent to the 
printed seal is sufficient evidence of intention to adopt the seal as the 
private seal of the signer.'* The Jackson case,4* which is the authority for 
this view, relied on the early case of Eames v. Preston,’* but the question 
was not in issue in the Eames case. As a result the Jackson case has been 
severely criticized.2> In the case of a release, where the seal is a conclusive 
presumption of consideration,’® the unwary layman is liable to be trapped. 
In the first place he may not even notice the printed seal, and in the second 
place, even if he did notice it, he is not likely to have knowledge of its 
legal significance. It has been forty years since the decision in the Jackson 
case; it is submitted that its authority is not too imposing and that the ques- 
tion of intention to adopt a printed word as a seal is open to re-examination. 

In the absence of a seal, will a recital of sealing by the author of an 
instrument give it the effect of a specialty? This question has been answered 
in the negative without much argument by the courts. The point was 
first decided in 1840 when the holder of a note brought an action of 
assumpsit. The note contained the recital: ‘‘Given under our hands and 
seal,’’ but no seal was affixed to the instrument. In allowing assumpsit 
to be maintained, the court held that the statement of sealing did not 
make the note a sealed instrument.'’ This view was upheld in two sub- 


# Jackson v. Security Life Ins. Co., supra note 8; Chamberlain v. Fernbach, 118 
Ill. App. 145 (1905); Quincy Horse Ry. & C. Co. v. Omer, supra note 11. 

*% Supra note 8. 

4 Supra note 7. 

% Decker, The Case of the Sealed Instrument in Illinois, 1 ILL. LAW BUL. 65, 72 
(1917). 

** The problem of a seal as consideration is discussed infra at p. 142. 

7 Vance v. Funk, 3 Ill. (2 Scam.) 263 (1840). 
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sequent decisions of the Supreme Court,'® although in 1941 it was some- 
what qualified by statute with respect to conveyances of realty.'* 


3. ADOPTION OF SEALS 


A similar problem arises when an instrument contains more signa- 
tures than seals. The Illinois rule with respect to this problem has not 
varied since 1841 when the question was settled in two decisions by the 
Supreme Court. Both of these cases involved an action of debt on a 
bond. Both bonds contained recitals of sealing. In one case there were 
seventeen signers but only fifteen seals; in the other there were two 
signatures but only one seal. The court held that all of the signers of 
an instrument, indicating upon its face an intention to seal it, adopt any 
seal or scrawl that may be annexed to the name of any one.”° This doc- 
trine was reiterated in several later cases.*4 Note that in this type of situa- 
tion it is necessary that the instrument contain a recital of sealing in order 
for the doctrine of ‘‘adoption of the seal of another’ to operate. Although 
no case has arisen in which there was no recital in the instrument, the 
courts have relied on the recital as indicative of an intention to create a 
sealed instrument. 

In Eames v. Preston ** there is a dictum to the effect that if the first 
signer does not use a seal, and that if subsequent signers add seals to their 
names without the consent of the first signer, then he will not be pre- 
sumed to adopt their seals. Although no case has turned on this point, 
it would seem to be applicable only where the instrument did not con- 
tain a recital of sealing. 


4. CONVEYANCES OF INTERESTS IN REALTY 


In order to validly convey a legal interest in Illinois realty, any 
instrument of conveyance executed in‘ Illinois is required by statute to 


#8 Hamilton v. Hamilton, 27 Ill. 158 (1862); Chilton v. People ex rel. Jones, 66 
Ill. 501 (1873). In the Chilton case there was not only a recital of sealing by the maker 
of a bond, but also a recital by a Justice of the Peace that the bond was “‘signed, sealed 
and delivered’’ in his presence. 

WILL. REV. STAT. C. 30 § 34a (1947). Where there is a recital of sealing by the 
grantor but a private seal or scroll is absent, the statute provides that the grantor has 
adopted any public seal on the deed as his private seal. 

*® Davis v. Burton, 4 Ill. (3 Scam) 41, 36 Am. Dec. 511; McLean v. Wilson, 4 
Ill. (3 Scam.) 50 (1841). 

"Ryan v. Cooke, 172 Ill. 302, 50 N.E. 213 (1898); Wilson v. Mundy, 238 
Ill. App. 575 (1925); Dixon v. Schwartz, 205 Ill. App. 349 (1917); Hiett v. Turner- 
Hudnut Co., 182 Ill. App. 524 (1913); Trogdon v. Cleveland Stone Co., 53 Ill. App. 
206 (1893). In Eames v. Preston, supra note 7, although there was no recital of sealing, 
the court said by way of dictum that all persons signing after the first signer are presumed 
to adopt his seal. The rule with respect to adoption of seals of others has been enacted by 
the legislature in ILL. REV. STAT. C. 30 § 34a (1947). 

™ Supra note 7. 
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be under seal.*® This doctrine has been adhered to by the court both 
before and after the enactment of the statute in 1872.24 However, the 
rule has little intrinsic merit: an instrument without a seal is effective to 
convey the equitable interest in realty.2° Although a purchaser of realty 
has taken a conveyance without a seal, a court of equity will uphold 
the instrument as having conveyed the equitable title.2° The purchaser 
may treat the defective deed as the memorandum of a contract to convey 
realty which can be enforced by a bill for specific performance. It is 
conceivable that the purchaser might also be entitled to a bill for reforma- 
tion of the instrument of conveyance whereby the court will order the 
vendor to seal the instrument. The common law rule has little intrinsic 


* ILL. REV. STAT. C. 30 § 1 (1947) provides: ‘ . . . every deed, mortgage or 
other conveyance in writing, . . . and signed and sealed by the party making the same 
. shall be sufficient . . . for the giving, granting, selling, mortgaging, leasing or 


otherwise conveying or transferring any lands, tenements, or hereditaments in this state. 
... ” Enacted in 1872.) 

An interesting academic question is whether the conveyance under seal is the only 
method of transferring an interest in realty in Illinois. Some writers contend that the 
Illinois statute provides a substitute for livery of seisin and does not affect conveyances 
which operate under the Statute of Uses. KALES, FUTURE INTERESTS § 150; TIFFANY, 
REAL PROPERTY § 403 (1912 ed.). The mere payment of a consideration is sufficient 
to raise a use which would be executed by the Statute of Uses: thus a bargain and sale 
might be oral. The Statute of Enrollments, which required a bargain and sale to be in 
writing and under seal, has not been in force in this country. It appears logical then that 
a seal is not an essential to a conveyance if it can take effect by operation of the Statute of 
Uses. 

* Shipley v. Shipley, 274 Ill. 506, 113 N. E. 906 (1916); Wilson v. Kruse, 
270 Ill. 298, 110 N. E. 359 (1915); Williams v. Williams, 270 Ill. 552, 110 N. E. 
876 (1915); Osby v. Reynolds, 260 Ill. 576, 103 N. E. 556 (1913); Irwin v. Powell, 
188 Ill. 107, 58 N. E. 941 (1900); Barrett v. Hinckley, 124 Ill. 32, 14 N. E. 863 
(1888) ; Barger v. Hobbs, 67 Ill. 592 (1873). 


*Shadden v. Zimmerlee, 401 Ill. 118, 81 N.E.2d 477 (1948); Durbin v. 
Carter Oil Co., 378 Ill. 32, 37 N. E.2d 766 (1941); Wilson v. Kruse, 270 Ill. 298, 
110 N. E. 359 (1915); Barnes v. Banks, 223 Ill. 352, 79 N. E. 117 (1906); Ashel- 
ford v. Willis, 194 Ill. 492, 62 N. E. 817 (1902). 

In the very recent Shadden case the following dictum is found: There is an excep- 
tion to the general rule that a sealed instrument is necessary to convey the legal title to real 
estate. This exception is ‘‘to the effect that an instrument defective as a deed for want of 
seal, will bind the grantor and his heirs and is good as against a subsequent purchaser who 
has notice.’” The court cites both the Carter Oil and the Wilson v. Kruse cases as authority 
for this proposition. However the Shadden case and the Carter Oil cases were equitable 
proceedings, and the court could hardly have formulated a rule of law in such circum- 
stances. The statement quoted above first appeared in Wilson v. Kruse which was a 
proceeding in attachment. An unsealed quitclaim deed was held to be admissible as 
evidence that the equitable title to the property had been transferred before the attach- 
ment action commenced. Either the court of law recognized that an unsealed conveyance is 
operative to transfer equitable title, or else the court was satisfied that an unsealed con- 
veyance transferred legal title as against subsequent purchasers with notice. From the 
language of the opinion it is difficult to determine the exact basis of the decision. 


In Barnes v. Banks, supra note 25, the court held that the following letter was 
sufficient to convey the equitable title: ‘‘Mrs. Hallie Banks—I present you on this your 
33d birthday with the house and premises now occupied by you . . . in the forty acre 
tract. Very truly your father, A. G. Barnes.” 
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merit for the further reason that recent statutory provisions have weak- 
ened the requirement of a seal for a valid conveyance of a legal interest. 
As will be pointed out below, an instrument is deemed to be validly exe- 
cuted in some circumstances although it contains no private seal or scrawl. 

In the case of a conveyance affecting title to Illinois realty, but exe- 
cuted in a state where the law does not require a seal on such instruments, 
our legislature has provided that a seal is unnecessary.”” It seems anomalous 
that the people of this state should be burdened with the additional require- 
ment of a seal, while unsealed conveyances made elsewhere are legally 
effective. 

The Illinois legislature has attempted to simplify the task of the 
title examiner with respect to the problem of unsealed deeds. Two pro- 
visions were enacted in 1941 which further limit the necessity of a pri- 
vate seal in order to validly convey a legal interest in realty in Illinois. The 
first of these is a validating provision which reads: “All deeds or mortgages 
heretofore irregularly executed by the omission of a seal are validated 
and made effective as though such omitted seal had been affixed.” ** 

The second of these recent enactments provides for a recital and 
adoption of a seal, as follows: ‘‘Whenever a deed shall recite, either in the 
body of the said deed or in the acknowledgment thereto, that said deed 
was sealed by the grantors therein, such recital shall . . . constitute an 
adoption. . . of any seal appearing on said instrument, including the 
seal of the notary public or other officer taking such acknowledgment, 
as their private seal, and shall constitute such instrument a sealed instru- 
ment.” 7° It is clear that a private seal is not necessary to convey a legal 
interest as long as the conveyance contains a public seal and a recital of 
sealing. Therefore a conveyance of realty may be valid although it is 
not sealed in fact by the grantor. 

In his text, Illinois Law of Title Examination, Mr. Philip H. 
Ward indicates that there is some conflict between the above two legis- 
lative provisions of 1941. It is his position that the ‘‘recital and adop- 
tion of seal’’ provision is sufficient for all purposes, and that the validating 
provision is useless.*° Mr. Ward is unwilling to rely on the validating 
provision until the court construes the phrase “‘irregularly executed by 
the omission of a seal.’ Apparently it is Mr. Ward’s belief that the 
omission of a seal is not an “‘irregular execution,’’ but is in fact no execu- 
tion at all. Even though such an argument may be technically correct, 


7 ILL. REV. STAT. C. 30 § 154 (1947) provides: ‘‘All instruments relating to 
land within this state, but executed in another state without a seal, where the law of the 
place of execution did not require a seal, are validated, as if a seal had been duly affixed 
thereto.” 

* ILL. REV. STAT. C. 30 § 34b (1947). 

* ILL. REV. STAT. C. 30 § 34a (1947). 

* WARD, ILLINOIS LAW OF TITLE EXAMINATION (Ist ed., 1942), 1946 Cumu- 
lative Pocket Part, page 21. 
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it is not likely that the court will adopt so narrow a construction of the 
validating provision. Such an interpretation would give the validating 
provision no effect whatsoever, and it is not conceivable that the legis- 
lature had such a result in mind. 

On the other hand, it is Mr. Ward’s opinion that if the validating 
provision is broadly construed, so as to apply to an instrument signed 
but not sealed, then, in that event, the ‘‘recital and adoption of seal’’ pro- 
vision is useless.*? It is submitted that the only possible construction is 
that the validating provision does apply to instruments signed but not 
sealed. This interpretation does not force the result that the “‘recital 
and adoption of seal’’ provision would thereby be made nugatory. It is 
plain from even a casual reading of the two provisions, that the validat- 
ing provision operates retrospectively, while the provision dealing with 
adoption of seals operates both retrospectively and prospectively. Assum- 
ing that Mr. Ward has directed his argument to only the retrospective 
application of both provisions to instruments executed prior to 1941, 
his contention (that the validating provision is sufficient, and that the 
“recital of sealing’ provision is superfluous) is correct. 


5. SALES AND GIFTS OF PERSONALTY 


There are no problems concerning the necessity of the seal with 
respect to a contract to sell personal property. The Uniform Sales Act, 
which has been adopted in Illinois, specifically provides: “. . . a con- 
tract to sell or a sale may be made in writing (either with or without 
seal), or by word of mouth, . . . or may be inferred from the conduct 
of the parties.” **? The effect of a seal on a contract of sale is considered 
infra. 

An interesting question arises with respect to the effectiveness of 
gifts of chattels without delivery. It is generally accepted that a gift of 
a chattel can be effectuated by a deed of gift (which is an instrument under 
seal) without delivery of the chattel. However, there is a dictum in an 
early Illinois case that a gift can be effectuated by a mere writing.®** In 
that case the court said, ‘‘A verbal gift without delivery can be resumed 
by the giver. Not so, however, where the gift is evidenced by writing.” 

As yet the court has not flatly announced that an unsealed instru- 
ment is capable of transferring title to a chattel by way of gift without 
delivery of the chattel. However, in at least one recent case the court for 
all practical purposes applied such a rule.** The Appellate Court in 
Haskell v. Art Institute of Chicago held that two unsealed letters were 


* Supra note 30 at page 22. 

* ILL. REV. STAT. C. 121% § 3 (1947). 

® Cranz v. Kroger, 22 Ill. 74 (1859). 

* Haskell v. Art Institute of Chicago, 304 Ill. App. 393 (1940). 
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effective to pass title to forty paintings which were never delivered. In 
an unsealed writing Haskell stated that he ‘‘has assigned, transferred, and 
delivered . . . the paintings described. . . .’’ No delivery was ever 
made to the Art Institute. Three days later the Art Institute notified 
Haskell that he could keep the paintings for one year. In holding that 
the title to the paintings passed to the Art Institute, the court expressed 
the thought that the delivery was sufficient. Clearly there was no justi- 
fication for such a statement unless the court felt that the unsealed writings 
amounted to a sufficient symbolic delivery. Thus the implication is that 
a gift can be made through the use of an unsealed writing. 


The necessity for some such manner of making gifts without deliv- 
ery is felt in the case of non-documentary choses in action. Where there 
is no tangible evidence of the chose in action, there is no controlling 
document which is capable of being delivered. In such a case it is said 
that a gift of the chose in action can be made by a written assignment 
under seal, or by a written assignment of such a nature as to be capable 
of making a gift of a chattel without delivery.** The question whether 
an effective gift of a non-documentary chose in action can be made with 
an unsealed assignment is as yet unanswered in Illinois. However, since 
the Art Institute case implies that a gift of a chattel can be made with an 
unsealed assignment, it would seem that by analogy a gift of an intangible 
might likewise be made with an unsealed assignment. In the case of a 
chose in action which is evidenced by a tangible token (as distinguished 
from the non-documentary type), it has been held that a written assign- 
ment is effective to transfer title by way of gift without delivery of the 
documentary evidence of the chose.** The latter decision is also of some 
support to the proposition that a gift of a non-documentary chose in action 
may be made with an unsealed writing. 


6. AGENT’s AUTHORITY TO EXECUTE SEALED 
INSTRUMENT 


At common law the rule was settled that an agent could not exe- 
cute an instrument under seal which would bind his principal, unless 
the agent’s authority was conferred by a sealed instrument, or unless 
his act was ratified by an instrument under seal. This technical rule is 


%® RESTATEMENT, CONTRACTS § 158 (1) (a) (1933). 

* Otis v. Beckwith, 49 Ill. 121 (1868) (Written assignment of life insurance 
policy without delivery of the policy, held: an irrevocable assignment) ; Harris v. Harris, 
222 Ill. App. 164, 172 (1921) (Written assignment of stock certificate without delivery 
of shares, held: a valid gift. The court said, at page 172: ‘“‘All the law requires in order 
to make a valid gift of a chose in action, . . . is an executed and delivered assignment, 
or some document of equivalent import.’’). Cf. Badgley v. Votrain, 68 Ill. 25, 18 Am. 
Rep. 54 (1873). 
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still followed in Illinois,*7 though with modifications. From the func- 
tional standpoint of modern business, it need not be pointed out that 
such a rule is totally unsuitable; consequently the judiciary has tended 
to lop off the least desirable ramifications of the doctrine. 

Most of the Illinois cases raising the technical requirements of the 
rule dealt with bonds. The court has defined “‘bond’’ as importing a 
sealed instrument;** thus, whenever a bond is executed by an attorney 
in fact, the surety is not bound unless the power of attorney was under 
seal. However, it seems equitable that when the bond is executed in the 
principal’s presence, then the principal should be estopped from inter- 
posing a defense of lack of agent’s authority under seal.** If the agent 
places a seal after the name of his principal on an instrument which does 
not require a seal for validity, the seal will be disregarded, and the principal 
will be held.*° 

Equity of course upsets the technical doctrine of the common law 
in the case of conveyances of realty. If the agent’s authority to sell is 
not under seal, equity will give effect to the agent’s deed as a contract 
to convey legal title, and will order the principal to perform the contract.* 

In the case of ratification of an agent’s unauthorized execution of 
a sealed instrument, two Illinois cases followed the strict common law 
rule that the ratification must be under seal.*? However, a later case seems 
to recognize the principle of ratification by estoppel which is based on 
the theory that if the principal wishes to accept the sheep, he must take 
the goats too.*? Thus, if the principal receives the benefits of the transac- 
tion with knowledge of the facts, he is deemed to have ratified the trans- 
action, although the agent’s original authority was not under seal. 

The judiciary has also encroached on another technical rule of the 
common law: that a sealed instrument was necessary to give an agent 
authority to fill blanks in deeds and bonds. The rule was applied in the 
case of a bond in an early decision,** but was expressly overruled in City 
of Chicago v. Gage.*® Although in the Gage case the court placed the deci- 


* Ingraham v. Edwards, 64 Ill. 526 (1872); Peabody v. Hoord, 48 Ill. 242 
(1868); Bragg v. Fessenden, 11 Ill. 544 (1849); Maus v. Worthing, 4 Ill. (3 Scam.) 
26 (1841); see Short v. Keiffer, 142 Ill. 258, 31 N. E. 47 (1892); Johnson v. Dodge, 
17 Ill. 433 (1856). 

* Chilton v. People ex gel. Jones, 66 Ill. 501 (1873). ‘‘The word bond imports 
a sealed instrument. A writing can not be considered a bond unless there be a seal actually 
made upon the instrument.” 

*® RESTATEMENT, AGENCY § 28 (1933). 

© Truett v. Wainwright, 9 Ill. 411 (1851); Cook v. Harrison, 19 Ill. App. 402 
(1885). See Ingraham v. Edwards, 64 Ill. 526 (1872). 

“ Watson v. Sherman, 84 Ill. 263 (1876). 

“ Bragg v. Fessenden, 11 Ill. 544 (1849); Ingraham v. Edwards, 64 Ill. 526 
(1872). 

“Tucker v. Kanatzar, 373 Ill. 162, 25 N. E.2d 823 (1940); Donason v. 
Barbero, 230 Ill. 138, 82 N. E. 620 (1907)). 

“ People v. Organ, 27 Ill. 27 (1861).) 
#95 Ill. 593 (1880). 
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sion on the grounds of an estoppel, the facts of the case do not seem to 
warrant such a conclusion. The result is better explained on the basis 
of implied authority; that is, as a matter of law, the agent has implied 
authority to fill in blanks on a bond which has previously been signed 
and sealed by his principal. 

The above rule which is applied to bonds has not been extended 
to deeds by the Illinois Court. A deed which does not contain the name 
of the grantee at the time of execution is considered void, and so if such 
a deed is given to an agent with oral authority to fill in the grantee’s name 
when a purchaser is found, the deed is not effective to convey legal title.** 

Another of the technical common law rules prevented an undis- 
closed principal from being bound on a sealed instrument even though 
the agent had sealed authority to execute it. This rule, which provides 
that only the parties to a sealed instrument may sue or be sued thereon, 
has been followed by the Illinois Court.** However, where the undis- 
closed principal received the benefits of the agent’s acts, and there was 
some evidence of fraud, the undisclosed principal was estopped from assert- 
ing his title against a mechanic's lien.** An important qualification of the 
common law doctrine should be noted in the situation where a suit may be 
maintained against an undisclosed principal on the basis of privity of estate, 
although suit could not be maintained on the basis of privity of contract 
because of the fact that the undisclosed principal was not a party to the 
sealed contract. Such a distinction has been made by the Illinois court 
in a fairly recent decision.*® 

An additional problem which merits consideration deals with the 
right to revoke an exclusive agency created by a sealed instrument. In 
the recent case of Whyte v. Rogers © an agent sued to recover his com- 
mission from the principal who had attempted to revoke an exclusive 
agency for the sale of realty. The court held that, since the agreement 
was under seal, it was deemed to have been made upon a sufficient con- 


“ Osby v. Reynolds, 260 Ill. 576, 103 N. E. 556 (1913); Robinson v. Yetter, 
238 Ill. 320, 87 N. E. 363 (1909); Donason v. Barbero, 230 Ill. 138, 82 N. E. 620 
(1907); Mickey v. Barton, 194 Ill. 446, 62 N. E. 802 (1901); Whittaker v. Miller, 
83 Ill. 381 (1876); Chase v. Palmer, 29 Ill. 306 (1862). 

“ Walsh v. Murphy, 167 Ill. 228, 47 N. E. 354 (1897); Harms v. McCormick, 
132 Ill. 104, 22 N. E. 511 (1890); Gautzert v. Hoge, 73 Ill. 30 (1868); Moore v. 
House, 64 Ill. 162 (1872); Pensonneau v. Bleakley, 14 Ill. 15 (1852); Mears v. 
Morrison, 1 Ill. (Breese) 223 (1827); Tribune Comp. v. Wendell, 192 Ill. App. 639 
(1915). 

“ Bastrup v. Prendergast, 179 Ill. 553, 53 N. E. 995 (1899). 

“ Everett v. Sexton &% Co., 280 Ill. App. 250 (1935). (A, the lessee under a 
sealed lease, made an unsealed assignment of the lease to B, who was the agent for undis- 
closed principal C. C, the undisclosed principal, went into possession of the leased premises. 
The privity of estate was extended to C, and the court held C liable for rent accruing 
during the period of his possession.) 

5 303 Ill. App. 115, 24 N. E.2d 745 (1940). Noted in 28 ILL. BAR J. 239 
(1940). 
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sideration; thus the agency could not be revoked.** As between the agent 
and third parties, however, it would seem that the parol revocation of 
the agent’s sealed authority would be effective to terminate the authority 
of the agent so long as the third party had knowledge of the revocation. 
In his work on agency, Mechem states that a revocation under seal is 
not necessary, and that a parol revocation is sufficient.5* Thus the princi- 
pal may terminate by parol the agent’s sealed authority to deal with third 
parties; but on the basis of the Whyte case, as between the agent and 
principal, the principal has no right to terminate the authority if it has 
been conferred by a sealed instrument. 


7. EXECUTION BY PARTNER 


In Illinois the judiciary has not recognized the common law rule 
that authority to execute a sealed instrument must be conferred by an 
instrument of equal dignity in the case of execution of a sealed instru- 
ment by a partner. In Peine v. Weber, an early case, the court said: “‘Orte 
partner may, in furtherance of the partnership business, and for its bene- 
fit, execute a deed under seal, which will be binding on the other, if he 
has foreknowledge, or subsequently ratifies it, and this may be proved 
by acts and circumstances, or by his verbal declarations and admissions.” ** 
In two later cases where one partner had signed and sealed promissory 
notes in the partnership name, the court disregarded the seals and treated 
the notes as simple contracts. Since the seals were considered surplusage, 
it was held that the partners could ratify the notes in the same manner 
as simple contracts.** In both cases there is dictum to the effect that one 
partner cannot bind his co-partner by deed which would suggest that 
the court still had the old common law rule in mind. However, there 
is no disapproval of Peine v. Weber, the earlier case which emphatically 
discarded the common law rule. It appears that the rule of the Peine case, 
which is quoted above, is still good law in IIlinois. 


8. SEAL AS CONSIDERATION 


In the actions of debt and covenant at common law, it was never 
necessary to allege a consideration. When the action of assumpsit appeared 
in the sixteenth century, the doctrine of consideration was introduced, 


" The problem of the seal as consideration is discussed infra. 

* | MECHEM, AGENCY 442 (2d ed., 1914). 

*S Breese, C. J. in Peine v. Weber, 47 Ill. 41 (1868). 

* Walsh v. Lennon, 98 Ill. 27 (1881); Edwards v. Dillon, 147 Ill. 14, 35 N. E. 
135 (1893). In a dictum in the Edwards case the court mentioned Peine v. Weber and 
did not express any disagreement with the rule it announced. 
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but consideration was not a requirement for all contracts.** Since the 
sealed contract continued to be used, it continued to be enforced in an 
action of covenant without the requirement of proving a consideration: 
thus the doctrine of consideration was never extended to specialties. To 
explain this bit of unique magic the English lawyer used a shorthand 
expression: ‘‘the seal imports a consideration.” The Illinois courts have 
used the expression repeatedly, and the rule that no consideration is neces- 
sary to support a contract under seal is still followed at this time,®** with 
an exception that is created by statute.*” 

The statute provides that lack of consideration shall be a defense 
to any action ‘‘upon a note, bond . . . or other instrument for the pay- 
ment of money or property or performance of covenants or conditions...” 
It would seem clear that the statute applies to any written contract, but 


® HOLMES, THE COMMON LAW 273 (1881). 

% Kaiser v. Cobbey, 400 Ill. 214, 79 N. E.2nd 604 (1948); Curry v. Cotton, 
356 Ill. 538, 191 N. E. 307 (1934); Chamberlain v. Sanders, 268 Ill. 41, 108 N. E. 
666 (1915); Robinson v. Yetter, 238 Ill. 320, 87 N. E. 363 (1909); Jackson v. 
Security Life Ins. Co., 233 Ill. 161, 84 N. E. 198 (1908); Adams v. Peabody Coal 
Co., 230 Ill. 469, 82 N. E. 645 (1907); Forthman v. Deters, 206 Ill. 159, 69 N. E. 
645 (1902); Chicago Sash, Door & Blind Co. v. Haven, 195 Ill. 474, 63 N. E. 158 
(1902); Evans v. Edwards, 26 Ill. 279 (1861); Benjamin v. McConnel, 9 Ill. 536 
(1847) ; Buckmaster v. Grundy, 2 Ill. (1 Scam.) 309 (1836); White v. Rogers, 303 
Ill. App. 115, 24 N. E.2nd 745 (1940); Davis v. Glendinning, 232 Ill. App. 583 
(1924). 

In spite of the imposing array of cases cited above, it does not seem likely that the 
court would enforce an executory promise under seal if the promise were not supported 
by consideration. The above cases announce the rule that consideration is conclusively 
presumed when the contract is under seal. However, the statement is dictum in most of 
these cases because an actual consideration is present; in others the contract in controversy 
is an option. In only one case, Chicago Sash Co. v. Haven, cited above, is the rule actually 
upheld. In that case the defendant executed a bond under seal in consideration of the 
plaintiff’s performance of a pre-existing contractual obligation to furnish materials. The 
court held that the plea of lack of consideration was po defense since the bond was under 
seal. 

That the seal raises only a rebuttable presumption of consideration, see Ruppert v. 
Frauenkneckt, 146 Ill. App. 397 (1909) and MacFarland v. Williams, 107 Ill. 33 
(1883). 

"ILL. REV. STAT. C. 98 § 10 (1947) provides: ‘‘In any action upon a note, 
bond . . . or other instrument for the payment of money or property or performance of 
covenants or conditions . . . if such instrument was made without good or valuable 
consideration . . . verdict shall be for the defendant.”’ 

The compiler has placed this provision in the chapter on negotiable instruments 
since 1874. It was originally passed as ‘‘An Act to Regulate the Practice in Certain Cases.” 
L. 1819, p. 59. It seems then that the General Assembly in 1819 intended that all 
common law specialties were to be subjected to the defense of lack of consideration, since 
the act specifically refers to ‘‘instruments . . . for the performance of covenants or 
conditions.” 

It is interesting that the first case reported in the first volume of the Illinois Reports 
seems to refer to this or a similar statute enforced during the days of the Northwest 
Territory. In an action of covenant the court refers to the manner of showing a want of 
consideration under ‘‘the statute.’ Taylor v. Sprinkle, 1 Ill. (Breese) 3 (1819). Refer- 
ence is made to the act enforced in territorial days in Buckmaster v. Eddy, 1 Ill. (Breese) 
381 (1830). 
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the Supreme Court has not given the statute such a broad application. 
In Chicago Sash, Door & Blind Co. v. Haven a narrow construction was 
placed on the statute when the court held that it applied only to negotiable 
instruments.®* It is interesting that prior to the limited application in 
the Haven case, the court had applied the statute to a contract guaran- 
teeing the payment of money. It is clear that a guaranty contract is not 
a negotiable instrument. However, even after the narrow construction of 
the Haven case, it has been held that the seal raises only a rebuttable pre- 
sumption of consideration in guaranty contracts.°° Thus it would seem 
that the question may still be open with respect to the applicability of 
the statute to a sealed contract of guaranty. The question whether penal 
bonds are included in the statute has also arisen. An early case held that 
the statute applied to a penal bond, and as a result the lack of considera- 
tion may be used as a defense even though the instrument was under 
seal.** The Haven case, which announced that the statute applied only 
to negotiable bonds, implies that the earlier case was correctly decided. 
It is difficult to reconcile the two decisions because the earlier case involved 
an indemnity bond which was clearly non-negotiable. It would seem 
therefore that the applicability of the statute to penal bonds is another 
question which may be open for reconsideration on the merits. 

The rule that a sealed contract establishes a conclusive presumption 
of consideration is somewhat modified in equity. In an equitable pro- 
ceeding the presumption of consideration raised by the seal is rebuttable. 
The court will inquire into the real consideration of the contract, and 


5 195 Ill. 474, 63 N. E. 158 (1902) reversing Chicago Sash, Door & Blind Co. 
v. Haven, 96 Ill. App. 92 (1900). In concluding that the statute applied only to 
negotiable instruments, the court was undoubtedly influenced by the fact that the original 
act of 1819 was included in the Revised Statutes of 1874 in the Chapter on Negotiable 
Instruments. The court might have reasoned that the re-enactment of the original act 
under the title ‘‘Negotiable Instruments’’ indicated a legislative intent to limit it to 
negotiable instruments. However, such reasoning ignores the striking difference in wording 
between Section 10 (the original act of 1819 plus a proviso added in 1827) and the other 
sections of the chapter which clearly refer to negotiable instruments. The Appellate Court 
in the Haven case, in holding that the statute was not restricted to negotiable instruments, 
said: ‘‘It (the statute) applies, in terms, to a bond for performance of covenant or condi- 
tions, and such a bond is not a negotiable instrument.’’ Haven v. Chicago Sash D. & B. 
Co., 96 Ill. App. at 96. 

® Bullen v. Morrison, 98 Ili. App. 669 (1901). (Sealed guaranty of the rent 
endorsed on a lease after the lease had taken effect, held: void for lack of consideration, and 
such defense can be made in spite of the seal.) 

© Pabst Brewing Co. v. Le Page, 186 Ill. App. 468 (1914); B. & R. Brewing Co. 
v. Motycka, 163 Ill. App. 238 (1911). Both of these cases were decided since the Haven 
case, but neither cites it. They are both similar to the Bullen case, supra note 59; since 
a guaranty contract of this type is not a negotiable instrument, these cases can not be 
reconciled with the doctrine of the Haven case. 

* Gage v. Lewis, 68 Ill. 604 (1873). The bond was clearly not negotiable since 
there was no promise to pay a sum certain, and since the promise was conditional. Yet 
the court stated that the Act of 1819 (as it appeared in the Revised Statutes of 1845) 
allowed a defense of lack of consideration even though the instrument was under seal. 
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if no consideration is found, specific performance will not lie.*? The 
equitable rule has been affirmed in a very recent case dealing with a sealed 
contract to make a will.** Even though the seal is only rebuttable evi- 
dence of consideration in equity, it is not necessary to allege a considera- 
tion in a pleading on a contract under seal.** 

At this point special attention should be given to the illinois law 
dealing with the recital of consideration in a deed. Although a deed is an 
instrument under seal, a recital of consideration is conclusive for only one 
purpose: the recital may not be contradicted to invalidate the instru- 
ment as a conveyance.*® This rule stems from the principle of estoppel 
by deed: that the grantor cannot contradict recitals in a sealed instru- 
ment. The old rule of estoppel is still retained and applied in this par- 
ticular situation because there is language of the Illinois court to the effect 
that a warranty deed conveys no interest in the absence of consideration.” 
Thus the only way to make a gratuitous conveyance of realty is through 
the use of a recital of consideration in the deed. However, except for the 
purpose of giving operative effect to the deed, the rule of estoppel is not 
retained, and the recital under seal may be contradicted in law and equity. 
The recital of payment does not bar the vendor from bringing an action 
to recover the consideration,’ and the recital does not destroy the vendor's 
lien.** The real consideration may be shown even though the recital 
states a different amount, and failure of consideration may be shown in 
a suit for reconveyance.”° 


© Kaiser v. Cobbey, 400 Ill. 214,79 N. E.2d 604 (1948); Hemmick v. B. & O. 
S. W. R. R. Co., 263 Ill. 241, 104 N. E. 1027 (1914) ; Corbett v. Cronkite, 230 Ill. 9, 
87 N. E. 874 (1909); Poe v. Ulrey, 233 Ill. 56, 84 N. E. 46 (1908); Crandall v. 
Willig, 166 Ill. 233, 46 N. E. 755 (1897). See Guyer v. Warren, 175 Ill. 328, 51 
N. E. 580 (1898). 

® Kaiser v. Cobbey, supra note 62. 

* Mills v. Larrance, 186 Ill. 635, 58 N. E. 219 (1900). 

® Fleming v. Rheis, 275 Ill. 132, 113 N. E. 923 (1917); Abernathie v. Rich, 
256 Ill. 166, 99 N. E. 883 (1912); Poe v. Ulrey, 233 Ill. 56, 84 N. E. 46 (1908); 
Redmond v. Cass, 226 Ill. 120, 80 N. E. 708 (1907); Stannard v. Aurora E. & C. Ry., 
220 Ill. 469, 77 N. E. 254 (1906); Rendleman v. Rendleman, 156 Ill. 568, 41 N. E. 
223 (1895). 

* Redmond v. Cass, 226 Ill. 120, 80 N. E. 708 (1907) ; Catlin Coal Co. v. Lloyd, 
180 Ill. 398, 54 N.E. 214 (1899)). The rule stems from the principle that equity 
would not give effect to a bargain and sale deed as raising a use in the absence of a valuable 
consideration. 

“ O’Brien v. Palmer, 49 Ill. 72 (1868); Elder v. Hood, 38 Ill. 533 (1865); 
Kimball v. Walker, 30 Ill. 482 (1863). 

® Kock v. Roth, 150 Ill. 212, 37 N. E. 317 (1894). 

* Booth v. Hynes, 54 Ill. 363 (1870). 

Kinzie v. Penrose, 3 Ill. (2 Scam.) 515 (1840). In Lloyd v. Sandusky, 203 
Ill. 621, 68 N.E. 154 (1903) the court said at 631: ‘‘“Whenever the question has come 
before this court it has been uniformly held that the statement of the amount of the con- 
sideration and acknowledgment of its receipt in the deed were formal recitals, their only 
operation, in law, being to prevent a resulting trust, and that they might be explained, 
varied and contradicted, by parol.” 
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A recital of consideration in an option under seal does not make the 
option irrevocable in equity. If upon inquiry, the court fails to find any 
consideration, the option will be treated as revocable. As a result there 
can be no specific performance, if the offeree has attempted to accept the 
offer after it has been revoked."! This position of the Illinois Court has 
been severely criticized, since it is contrary to the view of most courts in 
this country that there is such a thing as an ‘‘equitable consideration” 
which operates to make an option contract binding and enforceable irre- 
spective of the effect of a seal.” 

Even though the seal may be an anachronism in many situations, it 
still serves one utilitarian purpose which should not be overlooked in 
considering any proposal for its abolition. The seal still retains its invio- 
lable character in the case of gratuitous promises. It is desirable to have 
some means in the law whereby a promise shall be effective and enforce- 
able without consideration. This means is provided by the promise under 
seal. If the long reign of the seal should come to an end, some substitute 
should be provided for the creation of an enforceable gratuitous promise. 
An adequate replacement is provided in the Uniform Written Obligations 
Act which makes a promise in writing enforceable if the promisor recites 
his intention to be legally bound by the promise.”* 


9. PAROL MODIFICATION OF SEALED INSTRUMENTS 


The problem of variation of a prior sealed instrument by a subse- 
quent oral or unsealed written instrument is not to be confused with the 
operation of the parol evidence rule which is beyond the scope of this 
note. The common law did not tolerate the alteration or discharge of 
a sealed obligation unless by an instrument of equal dignity. The rule 
is harsh, and the results of its application are often unhappy; neverthe- 
less, it has been frequently applied in Illinois but with several exceptions." 
The pressure of modern tendencies away from the common law doctrine 


™ Corbett v. Cronkite, supra note 62. See Adams v. Peabody Coal Co., supra 
note 56. 

™ Comment, The Present Status of the Sealed Obligation, 34 ILL. L. REV. 457, 
466 (1939). 

™ The Act provides: ‘‘A written release or promise hereafter made and signed by 
the person releasing or promising shall not be invalid or unenforceable for lack of con- 
sideration if the writing also contains an additional express statement that the signer 
intends to be legally bound.” 

The Uniform Written Obligations Act has been adopted in Utah and Pennsyl- 
vania. For discussion of a case in which the Act is applied see Note, 3 U. of CHI. L. 
REV. 325 (1935). 

™ Wagner v. McClay, 306 Ill. 560, 138 N.E. 164 (1923); Ryan v. Cooke, 172 
Ill. 302, 50 N.E. 213 (1898); Chapman v. McGrew, 20 Ill. 101 (1858); Wilson v. 
Mundy, 238 Ill. App. 579 (1925); Hiett v. Turner-Hudnut Co., 182 Ill. App. 524 
(1913). 
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has caused the court to restrict its application where the results are 
inequitable. 

One of the limitations engrafted on the rigorous rule of the common 
law finds its basis in the principle of equitable estoppel. Thus, where 
the parol modification of the sealed contract has been executed, and the 
defendant has changed his position to his detriment in reliance thereon, 
an equitable estoppel will arise.** In one case the court even applied the 
rule where the parol modification was not executed and lacked considera- 
tion, and thus there was no basis for an estoppel.”* In that case a parol 
agreement to reduce rent was allowed as a bar to an action to collect the 
rent on an original sealed lease. The result is illogical since it places the 
lessee of a sealed lease in a better position than a lessee by simple contract. 
Such anomalous results can be avoided if the court were to abolish the 
severe common law rule itself rather than attempt to evade it. 

A second limitation of the rule that a sealed instrument may not be 
altered unless by an instrument under seal is the rule that conditions in 
a contract under seal may be waived by parol. In the recent case of Fisher 
v. Michigan Square Bldg. Corp.™ the question before the court was whether 
leased premises were housing accommodations as defined by the Rent 
Regulations for Housing. Although the defendant lessor held a sealed 
lease which did not allow the plaintiff lessee to use the premises for living 
quarters, the court found a parol waiver of the condition, and affirmed 
the rule that rights arising under a sealed instrument may be waived by 
parol. Although this rule has its origin in equity, it has been applied in 
a legal proceeding in at least one case.”* Typical illustrations of the appli- 
cation of the rule in equity are: in a suit against the vendor for specific 
performance of a contract to sell realty, the purchaser may excuse failure 
to pay installments of purchase money by showing a parol agreement 
changing the time of payment;’® or the purchaser may excuse a failure 
to make a deposit of purchase money by’showing a parol agreement to 
extend the time.*° 

A third limitation of the common law rule is the doctrine that a 


™ Yockey v. Marion, 269 Ill. 342, 110 N.E. 34 (1915); Jones v. Crary, 234 
Ill. 26, 84 N.E. 651 (1908) ; Snow v. Griesheimer, 220 Ill. 106, 77 N.E. 110 (1906); 
Warrell v. Forsyth, 141 Ill. 22, 30 N.E. 673 (1892); White v. Walker, 31 II. 
422 (1863). 

™ Snow v. Griesheimer, supra note 75. 

7 328 Ill. App. 143, 65 N.E.2d 473 (1946). 

Palmer v. Meriden Brit. Co., 188 Ill. 508, 59 N.E. 247 (1900). Action 
against a lessor for a sum agreed by him to be paid to the lessee after the end of the term 
for a building to be erected on the premises by the lessee. The building was rot built 
according to the specifications in the lease. Held: evidence of a parol waiver of the 
specifications by the lessor was admissible. Cf. Starin v. Kraft, 174 Ill. 120, 50 N.E. 
1059 (1898). 

® Anderson v. Moore, 145 Ill. 61, 33 N.E. 848 (1893). 

© Becker v. Becker, 250 Ill. 117, 95 N.E. 70 (1911); Zemple v. Hughes, 235 
Ill. 424, 85 N.E. 641 (1908); Kissack v. Bourke, 224 Ill. 117, 79 N.E. 619 (1906). 
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sealed executory contract may be rescinded by a parol agreement. This 
limitation of the rule has been applied in the case of a lease,** a contract,* 
and an antenuptial agreement.* 

Although the above limitations have considerably weakened the 
common law rule, its rigor is unimpaired with respect to the inadmissi- 
bility of proof of a subsequent executory parol agreement which modifies 
or alters the terms of the sealed contract. There are no logical reasons 
to support the retention of this remnant of the rule; however, it is not 
likely that the Illinois judiciary will overrule the many cases which have 
kept the doctrine alive. 


10. RELEASES 


Since in an action at law the seal establishes a conclusive presump- 
tion of consideration, the seal has afforded an effective means of avoiding 
the necessity for an actual consideration in the case of the release of a 
debt or other contractual obligation. The sealed release also provides a 
convenient method for settling disputes and bringing an end to litiga- 
tion.** On the other hand if the release is not under seal, then it has to 
be supported by an adequate legal consideration or else it will be unen- 
forceable. Thus a strong argument may be advanced in favor of pre- 
serving the seal: the sealed release serves the utilitarian purpose of decreas- 
ing court litigation, and it affords a creditor a means for forgiving a debt. 
On the other hand the seal is not often used intelligently. Few non- 
lawyers understand the effect of the printed word ‘‘seal’’ on an instru- 
ment that they are about to sign, and it need not be pointed out that 
some advantage may be taken of innocent individuals in such circumstances. 

Although the sealed release has had a long usage as a means for a 
creditor to discharge his debtor without payment, it is clear that many 
laymen do not understand that the seal is an essential in such a situation. 
According to the number of cases that have been before the courts, the 
usual creditor gives his debtor a receipt reading “In full payment of 
account.” Such receipts, when given to discharge liquidated or undis- 
puted debts without payment thereof, amount to nothing more than 
gratuitous promises; and, in the absence of actual consideration, they are 
unenforceable. The same rule obtains where the creditor is willing to 
take a part payment in satisfaction of a larger debt. Although the courts 
have expressed dissatisfaction with the rule that the part payment of an 
undisputed debt is not sufficient consideration to support a promise to 
discharge the debt, they have always applied it. At any rate, although 


® Alschuler v. Schiff, 164 Ill. 298, 45 N.E. 424 (1896). 

® Brettman v. Fisher, 216 Ill. 142, 74 N.E. 777 (1905). 

 Yockey v. Marion, supra note 75. 

* Woodbury v. U.S. Casualty Co., 284 Ill. 227, 120 N.E. 8 (1918); Jackson v. 
Security Mutual Life Ins. Co., supra note 8. 
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not all creditors have taken advantage of the sealed release in such transac- 
tions, it is available to them as a method for forgiving debts. Therefore, 
as in the case of the gratuitous promise, the seal should not be abolished 
without providing some substitute for this useful function. Several states 
which have abolished seals have provided that releases in writing are 
enforceable.® 

The Uniform Written Obligations Act, which has been previously 
cited, provides for a method of giving to the unsealed release the same 
force and effect of the release under seal at common law. The Act pro- 
vides: ‘‘A written release or promise hereafter made and signed by the 
person releasing or promising shall not be invalid or unenforceable for 
lack of consideration if the writing also contains an additional express 
statement that the signer intends to be legally bound.” ** The Uniform 
Act is a recognition of the need for some means by which gratuitous 
promises and releases can be given legal effect. It fulfills that need by 
providing a means whereby the artificial solemnity of the seal is dispensed 
with. 

It may be further noted that it is now possible in Illinois to make 
one type of release that is effective without a seal. In 1943 the legislature 
provided with respect to releases of powers: ‘‘A release of a power . 
is effective when the donee thereof signs an instrument in writing evi- 
dencingan intent to make the release . . . ’ ** It would seem that the 
legislature has realized that the substitution of a simple writing for the 
common law requirement of a sealed instrument is really not going too 
far after all. This statute makes the test of legal effect the objective one 
of the expressed intent of the releasor which is the same principle embodied 
in the Uniform Written Obligations Act. Both the statute and the Uni- 
form Act recognize that the legal magic is found in the expression of 
intent, and not in the false dignity of the seal. 


4 


CONCLUSION 


It has been shown in the foregoing discussion that the judiciary in 
Illinois is still enforcing a number of archaic rules inherited from the 
medieval period of the common law. For the most part these technical 
rules have lost their original meaning; they operate to defeat the inten- 
tion of the parties, and produce results which are out of harmony with 
the rest of our jurisprudence. The obsolete doctrine of the seal is not 


® See ALA. CODE ANNO. 7669 (1928); CAL. CIVIL CODE § 1541 (1937); 
NORTH DAK. REV. CODE (1943). 

*® See I WILLISTON, CONTRACTS § 219A (Rev. Ed. 1936). For a discussion of 
the Uniform Act see Steele, The Uniform Written Obligations Act—a Criticism, 21 ILL. 
L. REv. 185 (1926). 
* ILL. REV. STAT. C. 30 § 179 (1947). 
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compatible with modern business practice. The art of writing has spread 
so that the seal has lost all of its intrinsic significance. The seal is no 
longer usable as a means of identification of the person executing a docu- 
ment, and the thought that a printed scroll adds any solemnity to an 
execution is ridiculous. 

It is true that the seal is a useful tool in accomplishing desirable 
results in the case of option contracts, releases, and gratuitous promises. 
However, the Uniform Written Obligations Act can achieve the same 
desirable results in a more satisfactory manner. Although parties may 
intend to be bound by a promise, their intention is thwarted where they 
are ignorant of the legal requirements of consideration or of the seal. The 
Uniform Act is preferable as a tool because it is more closely related to 
the object sought to be accomplished, while any preference for the seal 
is based on habit, and not on any inherent quality of the seal. 

If seals were unknown today, and if we were seeking for the first 
time for some means in the law whereby a gratuitous promise could be 
given effect, it is clear that no one would suggest the scroll as we know 
it today as an expedient. The expedient which would be suggested would 
be one which fits the purpose to be accomplished. The magic of the 
Uniform Act is that it gives legal effect to the expression of the intent of 
the promisor, which is also the object that the promisor seeks to accom- 
plish. Although the doctrine of the seal is part of the learning of every 
Illinois lawyer, there is no justification in retaining it when a more efficient 
tool is available. 

It has been one hundred and seven years since Justice Breese filed the 
first indictment against the seal—the time for judgment and sentence is 
now at hand.** 

RICHARD J. FALETTI. 


% An annotator with a sense of humor appended the following note to the statute 
of Mississippi which passed sentence on the seal: ‘Beneath this lies all that remains of 
Locus Sigilli, a character of ancient date, whose mission was to give peculiar solemnity 
to documents. Emigrating to this state in its earliest days, he served his day and genera- 
tion to a good old age, and was gathered to his fathers, generally mourned by the members 
of the legal profession. He has left surviving only one relative, who is now in the 


keeping of corporations. His last request was that this epitaph should be under ‘Seal’. 
Miss. ANNO. CODE § 4079, note (1892). 














Case Comments 


CONFLICT OF LAWS—Efrect of Wife’s Foreign Ex Parte Divorce 
Decree upon Independent Suit for Support of Minor Child. (Illinois) 


The petitioner in the present suit, Virginia Rice Parker, secured a 
divorce from the present defendant in the state of Indiana, based on con- 
structive service on the defendant husband. The Indiana decree awarded 
custody of the minor child of the divorced parties to the mother. No pro- 
vision for support of the child was entered. The minor child, Anna 
Winslow Parker, instituted the present action in the Circuit Court of 
DuPage County, where the defendant presently resides, to require the 
defendant to contribute to her support. The petition was dismissed for 
lack of jurisdiction. On appeal to the Appellate Court of the Second 
District, held: Reversed and remanded. The Indiana decree was not 
determinative of the defendant’s continuing duty of support of his minor 
child. That duty may be enforced in a subsequent independent proceeding 
in Illinois. Parker v. Parker, 335 Ill. App. 293, 81 N.E.2d 745 (1948). 

Although the decision of the Illinois court in the instant case is in 
accord with the majority of other jurisdictions wherein similar rights 
have been adjudicated, the circumstance that the present decision is squarely 
contrary to the only former Illinois case presenting identical problems * 
renders advisable a consideration of the several principles of the Conflict 
of Laws which apply to such a situation. The initial difficulty facing the 
court in this connection is the extra-territorial effect to be accorded the prior 
Indiana decree. 

At the time of the divorce proceeding in Indiana the husband, defend- 
ant in this action, was residing in Illinois and was served only by publi- 
cation. Therefore, the Indiana court was without power to enter an in 
personam judgment for support of the defendant’s minor child.? This 
factor alone demands the conclusion that the Indiana decree may not 
logically be regarded as res judicata on the question of support.* How- 
ever, a further problem arises as to the applicability of the ‘‘full faith and 
credit” clause of the Constitution.* In this respect a brief examination 


* Hawkins v. Hawkins, 288 Ill. App. 623, 6 N.E.2d 509 (1st Dist. 1937). 

* Proctor v. Proctor, 215 Ill. 275, 74 N.E. 145 (1905); RESTATEMENT, CON- 
FLICT OF LAws, § 116 (1934). 

8 Geary v. Geary, 102 Neb. 511, 167 N.W. 778 (1918); Davies v. Fisher, 34 
Cal. App. 137, 166 P. 833 (1917); See Esenwein v. Commonwealth of Pennsylvania, 
325 U. S. 279, 65 S.Ct. 1118 (1945) in which the court remarked, “I am not con- 
vinced that in absence of an appearance or personal service the decree (of a foreign state) 
need be given full faith and credit when it comes to maintenance or support of the other 
spouse or the children. . . . the jurisdictional foundation for a decree in one state capable 
of foreclosing an action for maintenance or support in another may be different from that 
required to alter marital status with extra-territorial effect.’ 

‘Full Faith and Credit shall be given in each State to the public Acts, Records, 
and judicial Proceedings of every other State.’"” U. S. CONST. Art. IV, § 1. 
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of the trend of Illinois decisions in a field of closely related cases, those 
involving the custody of minor children, will prove of assistance. 

Generally, courts profess to give recognition to decrees of sister states 
which are found properly to have awarded custody of a minor to one of 
his parents.° This is in accord with the view of the Restatement of Con- 
flicts.© Yet it has been widely recognized that a court may modify or 
alter a foreign custody order to meet changed circumstances;’ at least so 
long as the child is within the state.* It has been held in a recent United 
States Supreme Court decision that a foreign custody decree was binding 
upon the court of the forum only to the extent that it was not susceptible 
to modification by the court where originally entered. The modern trend 
plainly turns toward allowing the state wherein the child is located a 
large measure of freedom in regulating his relations with others. It is to 
be noted that the courts of Illinois have always exercised considerable free- 
dom in regulating the custody of minor children, in the face of foreign 
decrees.?° If, in the closely related problem of support, comparable free- 
dom of action is felt available to the court, then the decision in the instant 
case becomes a readily explainable parallel. 

In past decisions involving decrees for support and alimony the 
Illinois courts have frequently demonstrated a tendency to modify such 
decrees to meet “‘changed conditions.’ ** The Illinois court has also held 
that a divorced wife could maintain an action in Illinois for funds furnished 
out of her personal estate in support of a minor child when the foreign 
decree was silent as to support; a situation quite similar in substance to 
the present.’ In view of the indicated tendencies of the Illinois courts, 
it is clear that those courts will not regard a foreign decree making no 
provision for support of a minor child, where indeed it was beyond the 
scope of the foreign court’s power to effectuate such a provision, as entitled 
to “full faith and credit”’ in the sense that it would operate to bar an action 


® Church v. Church, 50 App. D.C. 237, 270 F. 359 (1921); People v. Schaedel, 
340 Ill. 560, 173 N.E. 172 (1930); People ex rel Pickle v. Pickle, 215 App. Div. 38, 
213 N.Y.S. 70 (1925). 

* RESTATEMENT, CONFLICT OF LAWS, § 147 (1934). 

™ People ex rel Crofts v. Wait, 243 Ill. App. 367 (1st Dist. 1927); People v. 
Schaedel, 340 Ill. 560, 173 N.E. 172 (1930); Ex Parte Peddicord, 269 Mich. 142, 
256 N.W. 833 (1934). 

® People ex rel Crofts v. Wait, supra note 7; People v. Hickey, 86 Ill. App. 20 
(1st Dist. 1899) ; RESTATEMENT, CONFLICT OF LAws, § 148 (1934). 

* People of State of New York ex rel Halvey v. Halvey, 330 U.S. 610, 67 S.Ct. 
903 (1947); see Heard v. Heard, ... Mass... ., 82 N.E.2d 219 (1948) in which the 
decision of ex rel Halvey is discussed with approval. 

© Cases cited, note 8 supra. 

™ People v. Miller, 225 Ill. App. 150 (2d Dist. 1922); Hilliard v. Anderson, 
197 Ill. 549, 64 N.E. 326 (1902); Herrick v. Herrick, 319 Ill. 146, 149 N.E. 820 
(1925). The two former cases were cited and approved by Justice Stone dissenting in 
Yarborough v. Yarborough, 290 U.S. 202, 54 S.Ct. 181 (1933). 
* Johnson v. Johnson, 239 Ill. App. 417 (1st Dist. 1926). 
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for support in Illinois. It may be remarked that the overwhelming weight 
of recent decisions supports the position thus taken in IIlinois.** 

The second major problem facing the court in the present suit was 
to vindicate its own jurisdiction to award support. According to the 
view of a number of authorities a court which proposes to deal with the 
custody of a child must be the court of the jurisdiction wherein the child 
has his domicile.** Influenced by this somewhat unrealistic rule some 
courts have proceeded upon the theory that the child must be domiciled 
at the forum as a basis of jurisdiction for awarding support.'* However, 
a more modern position, both in the custody cases and in those regarding 
support, recognizes that either residence,’* or physical presence,’? within 
the state is sufficient to confer jurisdiction. As to the question of custody 
the position of Illinois has been defined in a recent case before the Illinois 
Supreme Court wherein it was stated, ‘“The jurisdiction of a State to reg- 
ulate the custody of infants found within its territory does not depend 
upon the domicile of the child. The residence within the State suf- 
fices. . .’’1* A like attitude might be anticipated and is, in fact, found 
in the present case toward the basis of the court’s jurisdiction to award the 
child support. The position of the court is amply supported elsewhere. 

A final issue in the jurisdictional basis of the present suit relates to 
the desirability of permitting independent suits for support rather than 
demanding a recourse to the court which determined the original divorce 
proceeding. As to actions for alimony,’® and custody,”° Illinois has already 
recognized the possibility of independent suits. There would seem to 


% Geary v. Geary, 102 Neb. 511, 167 N.W. 778, 20 A.L.R. 809 (1918); Stans- 
bury, Custody and Maintenance Decrees Across State Lines, 10 LAW & CONTEMP. PROB. 
819, 832 (1944). 

44 RESTATEMENT, CONFLICT OF LAwsS, § 117 (1934); BEALE, CONFLICT OF 
LAWS, 717 (1935); GOODRICH, CONFLICT OF LAws, 358 (2d ed. 1938). 

43 Schneider v. Schneider, 141 F.2d 542 (1944); Pieretti v. Pieretti, 13 N. J. 
Misc. 98, 176 Atl. 589 (1935). 

% Stumberg, The Status of Children in the Conflict of Laws, 8 U. OF CHI. L. REV. 
42, 62 (1940); Radin, The Authenticated Full Faith and Credit Clause: Its History, 
39 ILL. L. REV. 1, 28 (1944); Jurisdictional Bases of Custody Decrees, 53 HARV. L. 
REV. 1024 (1940); STUMBERG, CONFLICT OF LAws, 299 (1937). See the discus- 
sion of the problem by Cardozo in Finlay v. Finlay, 240 N.Y. 429, 431, 148 N.E. 624, 
626 (1925). 

7 Ex Parte Inman, 32 Cal. App.2d 130, 89 P.2d 421 (1939); State ex rel 
Clark v. Clark, 148 Fla. 452, 4 So.2d 517 (1941); Rogers v. Commonwealth, 176 
Va. 355, 11 S.E.2d 584 (1940); May v. May, 233 App. Div. 519, 253 N.Y.S. 606 
(1931); Stansbury, Custody and Maintenance Decrees Across State Lines, 10 LAW & 
CONTEMP. PROB. 819, 832 (1944). 

% People v. Wingate, 376 Ill. 244, 33 N.E.2d 467 (1941). 

” Bush v. Bush, 316 Ill. App. 295, 44 N.E.2d 767 (3rd Dist. 1942) ; McAdams 
v. McAdams, 267 Ill. App. 124 (1st Dist. 1932). A statute in Illinois authorizes inde- 
pendent suits for separate maintenance and temporary alimony: ILL. REV. STAT., c. 68, 
§ 22 (1947). 

*® People ex rel Hargrove v. Slive, 250 Ill. App. 601 (3rd Dist. 1928); see 
note 10 supra. 
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be no valid reason why the same principle should not be extended to 
cases involving support of minor children. As the court in the instant 
case emphasized, a recourse to the court of original jurisdiction would 
be fruitless. To allow the continuing jurisdiction of the Indiana court 
to prevent an independent action of this nature would be, in practical 
effect, to deprive the minor child of any possible relief. 

The decision of the Illinois case in Parker v. Parker is thus found 
to be entirely consistent with modern principles of the Conflict of Laws, 
as applied both in Illinois and in other jurisdictions. The social desira- 
bility of the result reached may scarcely be questioned. It would be, as 
one authority in the field has remarked, highly unreasonable ‘‘to sup- 
pose that a father can escape the duty of supporting his child simply by 
keeping away from the child’s domicile, or that to enforce that duty 
the mother should be compelled to follow the father about and establish 
a domicile for herself and the child in a state where the father can be 
found.” #4 In short the decision formed represents an enlightened and 
practical solution to a problem of increasing importance in our present 
day society—the need for protection and support of minor children 
whose divorced parents have crossed the boundaries between the states. 


WESLEY G. HALL. 


DEEDS—An Unsealed Instrument Held to Convey Title to Land. 
(Illinois) 


Defendant purchased certain land and, when subsequently threat- 
ened with a lawsuit, deeded it to his wife, but retained active control of it 
and continued to pay the taxes. Shortly before her death the wife exe- 
cuted a document purporting to be a deed re-conveying the land to defend- 
ant.’ Plaintiffs, children of the wife by a former marriage, filed a com- 
plaint for accounting and partition of the land in question, asserting that 
the deed was void in that: (1) It contained no words of grant; (2) it 


“Stansbury, Custody and Maintenance Decrees Across State Lines, 10 LAW & 
CONTEMP. PROB. 832 (1944). 


*In view of the importance of the document itself in this decision, its relevant 
portions are here set out: 


“Apr. 20—1944 Rockford Ill. Quick Claime Deed Asinment to B. F. Zimmerlee 
My interest it said piece of property consisting of 8 lots in Winebago County 
Ill. . . . the plat of which Subdivision is recorded . . . in the Recorder’s ofice 
of Winnebago County Ill. and the above maned being my (husband said property 
is his) to hold and sell and use the the prosedes as long as he shall live 
this is my last wish 
Myrtle Zimmerlee 
witness—Mrs. Bessie F. Malone 
Notary Public Lenna Smith 
Rockford, Ill. (Seal) ’’ 
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was not acknowledged; (3) defendant came into equity with unclean 
hands since he conveyed the land to his wife to avoid judgment threat- 
ened in another lawsuit; and (4) it was not under seal. The circuit 
court decreed in favor of defendant’s cross-complaint that the document 
was a deed, sufficient to convey title to the land to him. On appeal, held: 
Decree affirmed. Shadden et al. v. Zimmerlee et al., 401 Ill. 118, 81 
N.E.2d 477 (1948). 

In this decision the Illinois Supreme Court seems to have gone out 
of its way to hold an imperfect deed sufficient to convey title to real 
estate. Upon reading the report one might easily wonder if the opinion 
justifies the decree. The court appears to have answered plaintiffs’ first 
three contentions adequately and authoritatively and they will not be 
dealt with in this comment. As to plaintiffs’ other contention, that 
the deed was void because not under seal, let us closely examine the reply 
of the court. It is not clear from the opinion whether it was held that 
the deed had legal effect or only an equitable operation. The report states, 
“It appears, therefore, that regardless of whether this suit was brought in 
law or in equity the plaintiffs are precluded from raising the point that 
the document in question was not under seal.” 

Assuming that the court held as it did because it felt that equitable 
title could have passed to the defendant, upon what basis could it have 
so held? Generally, there are two methods by which equitable title may 
pass—by force of a contract specifically enforceable or by declaration of 
a trust. Did the court mean to decree specific performance? The opinion 
reads as follows, ““. . . in equity, a good title may be conveyed by a 
writing not under seal or without any writing whatever.’’ Two Illinois 
cases are then cited. The statement by the court sheds little light on 
the reasoning behind it, so presumably the cases cited are intended to 
explain the court’s decision. In the Ashelford case the court said, ‘“While 
at law, in order to constitute a valid cdnveyance of . . . any interest in 
land, it must be by deed having a seal . . ., yet in equity a good title may 
be conveyed without any writing whatever.’’ But the court further ex- 
plained, ‘’. . . the rule seems to be that where the contract is fully per- 
formed and a valuable consideration paid and possession taken under it, 
the purchaser or grantee may, in equity, . . . enforce specific perform- 
ance.” In the case under comment there was no consideration paid by 
the grantee, therefore the Ashelford case seems to fail as authority for the 
proposition advanced. Moreover, courts of this state have adhered to 
the converse proposition that, to be the basis for a decree of specific per- 
formance, a contract or deed must be based on valuable consideration.* 


? Barnes v. Banks, 223 Ill. 352, 79 N.E. 117, 8 L.R.A., N.S. 1037; 114 Am. St. 
Rep. 331 (1906); Ashelford v. Willis, 194 Ill. 492, 62 N.E. 817 (1902). 

* Joseph v. Evans, 338 Ill. 11, 170 N.E. 10 (1929); Edwards v. Brown et al., 
308 Ill. 350, 139 N.E. 618 (1923); 5 GRIGSBY, ILLINOIS REAL PROPERTY, § 2193 
at page 93 (1948). 
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In the other case cited, Barnes v. Banks, there was neither a seal nor 
consideration, yet the court held that the grantee acquired equitable title 
to the land in question because there was a valid gift from parent to child. 
But when the authorities cited in the case are examined it is discovered 
that they deal only with the problem of whether the deeds there involved 
were fraudulent as to creditors.t The Barnes case, like the instant case, 
relied upon the general proposition set out in the Ashelford case and, as 
previously pointed out, did so erroneously, because of the lack of con- 
sideration. Therefore, the reasoning of the court in the Barnes case might 
be seriously questioned and certainly the case fails, along with the Ashel- 
ford case, as a basis for equitable title having passed in the instant case. 

Still dealing with the assumption that equitable title passed under 
the imperfect deed, could it be that the court felt there was a declaration 
of atrust? It seems unlikely, if not impossible, in view of existing authority 
on the subject. Illinois courts have sustained the proposition that where 
the gift of the legal interest fails for any reason, equity refuses to turn the 
donor into a trustee for the intended donee.® Furthermore, in Pratt v. 
Griffin the Illinois Supreme Court stated, ‘‘A trust in favor of the grantee 
cannot be based on facts showing a mere imperfect gift of the property.” ° 
The purported deed in the instant case clearly evidenced an intent to pass 
legal title and, failing to do that, it was merely an imperfect gift, upon 
which a trust could not be based. 

Therefore, it is submitted that equitable title could not have passed 
to the defendant by the so-called deed, or at least, if it could, the court 
in its opinion did not sufficiently indicate upon what theory. 

But the real innovation in this case lies in the assumption that legal 
title was conveyed. The courts of this state have always interpreted the 
Conveyancing Act * to mean that legal title to real property can only be 
conveyed by a deed under seal. In the instant case there was no seal, yet, 
at one point in the opinion the court indicates that legal title was con- 
veyed. After enumerating the cases cited by plaintiffs, it says, ‘“These 
cases are properly cited for the general rule that a deed must be under 
seal to pass legal title to real estate. There is further authority, however, 
setting up an exception to the general rule, which is to the effect that an 
instrument, defective as a deed for want of seal, will bind the grantor 
and his heirs . . .,"” and cites Wilson v. Kruse.* But is the Wilson case 


* Patterson et al. v. McKinney et al., 97 Ill. 41 (1880); cf. Bay v. Cook, 31 Ill. 
336 (1863). 

5 Stodder et al. v. Hoffman et al., 158 Ill. 486, 41 N.E. 1082 (1895); Williams v. 
Chamberlain et al., 165 Ill. 210, 46 N.E. 250 (1897); Trubey v. Pease, 240 Ill. 513, 
88 N.E. 1005, 16 Ann. Cas. 373 (1909). 1 BOGERT, TRUSTS AND TRUSTEES § 205 
at page 584 (1935); 1 SCOTT ON TRUSTS, § 31 at page 182 (1939). 

* 184 Ill. 514, 56 N.E. 819 (1900). 

TILL. REV. STAT., c. 30, § 1 (1947). 

®270 Ill. 298, 110 N.E. 359 (1915). 
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authority for an exception with respect to legal title? In that case the 
question involved the validity of an unsealed quitclaim deed to one Wilson. 
It is important to note that Wilson had possession of the land in ques- 
tion and that, in the lower court, he had attempted to introduce the 
imperfect deed as evidence and had been refused, resulting in judgment 
against him. The Supreme Court, in reversing, said, ‘““‘A paper purport- 
ing to be a deed is not valid in this state for the purpose of conveying 
title unless it is under seal, yet when a person enters into possession under 
such paper it is admissible in evidence for the purpose of showing the 
extent of his possession. This instrument, even though not under seal 

. showed clearly that the equitable title had been transferred to 
(Wilson).’’ Thus, the language relied upon by the court in the case 
under comment comes solely from the dictum in the Wilson case. But in 
the latter case, even as dictum, the language was devoid of authority for 
this reason: The authority relied upon for the dictum was a New York 
case decided in 1821, Wadsworth v. Wendell.° The actual holding of 
the Chancellor was, ‘‘. . . though it (the unsealed instrument) be a defec- 
tive conveyance for want of seal, yet it created such an equity as to bind 
the lands in the hands of the (grantor) and his heirs. . . . The grantor 
and his heirs could have been compelled to have executed a more perfect 
conveyance and one competent to have passed legal title to the plaintiff.” 
The Wadsworth and Wilson cases do not support the proposition appar- 
ently advanced by the court in the principal case—that legal title can 
be conveyed by a deed not under seal. To the contrary, they conflict 
with it, and only indicate that such a conveyance, where there is con- 
sideration given, will bind the grantor and his heirs in equity. 

Therefore, in Illinois, there does seem to be valid precedent for an 
exception to the general rule that a deed must be under seal to pass legal 
title to real estate, or at least, if there is such precedent, it is neither dis- 
cussed nor cited in the court's opinion here. Neither does the court 
announce a change in the stare decisis, that the general rule is reversed. 
It is not contended that there should not be an exception to this anti- 
quated general rule. Indeed, it might augment the practice and admin- 
istration of conveyancing law in this state to do away entirely with 
the necessity of a seal on deeds of real property. But if this be the atti- 
tude of the Supreme Court, would not the end sought be achieved more 
accurately and more expeditiously by means of legislation, or by a specific 
statement of reversal of policy, than by the enigmatic means resorted to 
in this decision? 

RICHARD E. CARLSON. 


®5 Johns. Ch. 224 (N.Y. 1821). 











LAW FORUM [ Vol. 1949 





158 


DOMESTIC RELATIONS—Effect of Separation Agreement upon 
the Husband’s Duty to Support His Wife. (New York) 


The defendant entered into a separation agreement with his wife a 
few months after they had separated. By it he promised to pay her $100 
a week for her support, such payments to be suspended for any period 
in which the wife was engaged in a competitive business. Subsequently 
the wife engaged in a competitive business and the husband discontinued 
his weekly payments. The lower court dismissed the complaint of the 
wife seeking a decree of separation based upon charges of non-support. 
On appeal, held: Reversed. The defendant by this agreement was to be 
relieved from his obligation to support his wife. Such an agreement 
offends against the public policy of this State and is void. Haas v. Haas, 
298 N.Y. 69, 80 N.E.2d 337 (1948). 

Today separation agreements where separation has already taken 
place or is immediately contemplated are not invalid per se.2 The ques- 
tion presented in the Haas case was to what extent such agreements may 
effect the husband’s obligation to support his wife and yet be enforceable. 
The rule of the common law was that the husband and wife were incap- 
able of bargaining away the latter’s right to support, lest she become a 
public charge. A New York statute, substantially incorporating this 
view, provides that a ‘“‘husband and wife cannot contract . . . to relieve 
the husband from his liability to support his wife.’’ * With this outlook 
upon public policy the court has upheld only those agreements in which 
the husband recognizes his continuing obligation to provide for the ade- 
quate support of his wife. Thus the court has consistently struck down 
agreements in which the husband by a lump sum payment sought to 
purchase enduring exemption from his duty to support his wife, what- 
ever the amount,° and likewise agreements stipulating payments over a 
limited number of years.* Also void was an agreement in Moore v. Moore," 
where a husband promised to pay his wife an equitable amount for her 
support only if she were physically incapable of gainful employment. 
The court declared that though physically capable the wife might not 
sustain herself and therefore the husband did not recognize his persisting 


* The court stated that the promise to refrain from competition was not the prime 
consideration for the agreement. 

? Winter v. Winter, 191 N.Y. 462, 84 N.E. 382 (1908); French v. French, 302 
Ill. 152, 134 N.E. 85 (1922); Walker v. Walker, 9 Wall. 743, 19 L.ed. 814 (1870); 
Baily v. Dillon, 186 Mass. 246, 71 N.E. 538 (1904); see 120 A.L.R. 1334. 

® See 54 L.R.A. 544. 

*N.Y. Domestic Relation Law, c. 14, § 51. 

5 Kyff v. Kyff, 286 N.Y. 71, 35 N.E. 2d 655 (1941); Jackson v. Jackson, 290 
N.Y. 513, 49 N.E. 2d 988 (1943). 

* Rubinfield v. Rubinfield, 264 App. Div. 888, 35 N.Y.S. 2d 781 (1942); Leeds 
v. Leeds, 265 App. Div. 189, 38 N.Y.S. 2d 515 (1942). 
™59 N.Y.S. 2d 22 (1945). 
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duty to support her. Nonetheless in Winter v. Winter*® an agreement 
providing for certain payments to his wife for the life of the husband 
was upheld. The New York court has repeatedly stated that an agree- 
ment for regular, substantial, periodic payments to the wife merely measures 
the husband’s continuing obligation to support and does not relieve him 
of that duty.°® 

Viewed in the light of the New York statute and the decisions illus- 
trating its application the position of the dissent in the Haas case seems 
untenable. The three dissenting judges conceded that a husband may not 
be relieved of his duty to support his wife. They then contended that 
in the present case there was no question as to the husband’s relieving 
himself from the duty to support the wife because whenever she desired 
she could stop competing with her husband and resume receipt of pay- 
ments which he is bound to make. But as the majority pointed out, there 
is a question as to her support when she does not desire to so refrain 
and yet does not earn enough to support herself. The validity of the 
agreement must be determined by its possible consequences. Under the 
terms of this agreement the wife could by her voluntary conduct release 
her husband from his duty to see that she was adequately maintained. 
Since husband and wife are stripped by statute of all power to release 
the former from this duty, such an agreement is clearly against the de- 
clared public policy of New York. This decision is in line with those cases 
previously discussed. The husband did not recognize in this agreement 
a continuing duty to provide for his wife. He would provide for her 
only if she desired it. 

In Illinois there is no statute which compels the court to accept the 
strict view of the common law. Nevertheless the Illinois court clings 
tenaciously to the common law rule?® and would undoubtedly upon 
consideration of the problem in the Haas case arrive at the same conclusion 
as that of the majority of the New York court. The law of both states 
upon the subject may be stated as follows: a separation agreement will be 
void as being against public policy unless by its terms adequate support 
of the wife is assured at all times during the life of the husband. 

As applied to the realities of modern times, the common law rule 
is necessarily harsh and unjust. In a leading Illinois case, Lyons v. Schan- 
bacher," a woman with considerable wealth of her own entered into an 
agreement with her husband by which she released him from all future 
obligation to support her in consideration for his relinquishment of all 


®191 N.Y. 462, 84 N.E. 382 (1908). 

* Goldman v. Goldman, 282 N.Y. 296, 26 N.E. 2d 265 (1940); Galusha v. 
Galusha, 116 N.Y. 635, 22 N.E. 1114 (1889). 

Lyons v. Schanbacher, 316 Ill. 569, 147 N.E. 440 (1925); Von Koten v. Von 
Koten, 323 Ill. 323, 154 N.E. 146 (1926); Vock v. Vock, 365 Ill. 432, 6 N.E. 2d 
843 (1937); Berge v. Berge, 366 Ill. 228, 8 N.E. 2d 623 (1937). 

4316 Ill. 569, 147 N.E. 540 (1925). 
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his future rights in her property. Upon the death of the wife the hus- 
band was allowed to set aside the agreement, though he had never con- 
tributed to the support of his wife, on the grounds that the parties could 
not bargain away the wife's right to support. In Kyff v. Kyff,*7 a New 
York case, a woman who had spent $30,000 paid her by her husband 
in lieu of future duty of support had the agreement declared void. The 
situation present in both of these cases and all other cases raising this 
problem did not exist when the common law rule was formulated. At 
that time a married woman could not own property apart from her 
husband and had no opportunities for gainful employment. In effect, 
she was utterly dependent upon him for her support and if he did not 
support her there was a strong probability that she would have to be sup- 
ported by the state. With the appearance of employment opportunities 
for women and laws giving a married woman equal right to her prop- 
erty the dependence of the married woman disappeared and along with 
it the danger that she would have to be supported by the community if 
not provided for by her husband. 

Recognizing the position of the married woman under present day 
conditions, the majority of other jurisdictions have changed the common 
law either by statute ** or by judicial decision.1* Numerous decisions 
uphold the validity of lump sum payments as a complete discharge of 
further obligation upon the part of the husband to support his wife.?® 
Also an agreement in Fischer v. Fischer,1° where the parties agreed to release 
each other from all obligations and rights owed the other, was not thought 
to be contrary to public policy. Their only requisite for a separation 
agreement is that it be fair in light of attending circumstances. It is sub- 
mitted that this is a desirable view and is more compatible with the mores 
of our modern society. 

WILLIAM R. DRISCOLL. 


INCOME TAX—Deductions Under Section 23 (a) (2) of the Internal 
Revenue Code by a Fiduciary Charged With Mismanagement. 
(Federal) 


Respondent, administrator of an estate, was charged with misman- 
agement in a suit brought by the heirs. Pursuant to the demand of the 
heirs, a final accounting was filed by the respondent which was approved 


2286 N.Y. 71, 35 N.E. 2d 655 (1941). 

= Calif. 

4 See 120 A.L.R. 1335. 

%* Daniels v. Benedict, 38 C.C.A. 592, 97 Fed. 367 (1889); Baily v. Dillon, 186 
Mass. 244, 71 N.E. 538 (1904); Carrol v. Springer, 14 Tenn. App. 195 (1931); 
Lee v. Lee, 55 Mont. 426, 178 P. 173 (1919); In re Hoy’s Estate, 308 Pa. 131, 162 
A. 155 (1932). 

7°53 N.D. 631, 207 N.W. 434 (1926). 
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by the State Probate Court of Minnesota. The heirs commenced an inde- 
pendent action along the same lines in the State District Court wherein 
the respondent’s demurrer was sustained. While appeals by the heirs 
were pending in both actions, the parties reached a settlement under the 
terms of which the respondent paid $10,000, and released his claim for 
compensation for his services as administrator. He also incurred attorney 
fees of $1500 during the course of the litigation. Respondent claims these 
items as deductions in his income tax return. The Commissioner of 
Internal Revenue denied the deductions and assessed a deficiency. The 
Tax Court expunged the deficiency and allowed the deductions. On peti- 
tion to the Circuit Court of Appeals for review of the decision of the 
Tax Court of the United States, held: Decision reversed. The items are 
not deductible. Commissioner of Internal Revenue v. Josephs, 168 F. 2d 
233 (C.C.A. 8th 1948) .* 

This case presents the question whether amounts paid by a tax- 
payer in settlement of a claim against him for breach of his fiduciary 
duties as administrator of an estate and attorney fees attending his defense 
are deductible under section 23 (a) (2) ? of the Internal Revenue Code. 
This section was added to the code in 1942 and it allows deductions by 
an individual for ‘‘all the ordinary and necessary expenses paid or in- 
curred . . . for the production or collection of income, or for the manage- 
ment, conservation or maintenance of property held for the production 
of income.” * 

In allowing the deduction the Tax Court based its decision squarely 
upon its interpretation of Trust of Bingham v. Commissioner.* In this 
case the Supreme court pointed out that ‘‘the effect of section 23 (a) (2) 
was to provide for a class of non-business deductions coextensive with 
the business deductions allowed by section 23(a) (1),5 except for the 
fact that, since they were not incurred in connection with a business, 
the section made it necessary that they be incurred for the production of 
income or in the management or conservation of property held for the 
production of income.” ® The court also stated that section 23 (a) (2) 
is ‘‘comparable and in pari materia’’ with section 23 (a) (1). 

Prior to the Bingham case the Tax Court had held, under facts 
similar to those in the principal case, that the expenses were not deductible 


‘Petition for writ of certiorari to the Court of Appeals for the Eighth Circuit 
dismissed on October 18, 1948, without comment or opinion. 69 S.Ct. 66. 

226 U.S.C.A., § 23 (a) (2), Internal Revenue Code (1948 Supp.). 

* Supra note 1. 

*325 U.S. 365, 65 S.Ct. 1232 (1945). 

526 U.S.C.A., § 23 (a) (1), Internal Revenue Code (1948 Supp.) : ‘In comput- 
ing net income there shall be allowed as deductions: . . . In general. All the ordinary 
and necessary expenses paid or incurred during the taxable year in carrying on any trade or 
business... .”” 
® Supra note 3 at 374, 65 S.Ct. at 1237. 
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under section 23(a)(2).7 But in Heide v. Commissioner of Internal 
Revenue,® as in this case they reached exactly the opposite conclusion and 
allowed the deductions. In both of these latter cases they were reversed 
by the Circuit Court of Appeals. Whether these reversals are justifiable 
is the present consideration. 

As previously noted, section 23 (a) (2) was a part of the Revenue 
Act of 1942 and provided a new class of deductions, namely, non trade 
or non business expenses. Prior to this time non trade or non business 
income, such as income from investments, was fully taxable. Yet no de- 
duction was allowed for expense incurred incidental to the realization of 
such income. After the case of Higgins v.. Commissioner of Internal 
Revenue * in which the Supreme Court disallowed such deductions because 
they were not incurred in a “‘trade or business’’ as required by section 
23 (a) (1), the stage was set for the amendment. Manifestly, the gen- 
eral aim of the provision was to correct the existing inequity by allow- 
ing deductions for such expenses.’® 

In Davis v. Commissioner of Internal Revenue * the Tax Court 
recognized the purpose of the amendment as already set out above and 
they construed it as giving ‘‘a deduction for ordinary and necessary ex- 
penses to one not engaged in carrying on a business, limited, however, 
to the extent set forth in this subsection and under circumstances where 
such expenditures would be allowable to one engaged in carrying on a 
trade or business.”’ 1* They cited, as a basis for their interpretation, a quo- 
tation from the congressional reports ** to the effect that any deduction 
under this section is subject to all the limitations and restrictions that apply 
in the case of a business deduction under section 23(a) (1) except for 
the requirement of being incurred in connection with a trade or business. 
This interpretation is referred to with approval by the Circuit Court of 
Appeals in Davis v. Commissioner of Internal Revenue.* Accepting 


*2 T.C. 676 (1943). 

®8 T.C. 314 (1947). 

*312 U.S. 212, 61 S.Ct. 475 (1941). 

1° See Mertens, LAW OF FEDERAL INCOME TAX, Vol. 4, § 25.118; 1 C.C.H. 
1948 Fed. Tax Serv. Par. 168C; H. Rep. No. 2333, 77th Cong., 2d Sess.; S. Rep. No. 
1631, 77th Cong., 2d Sess. 

"4 TC. 329 Css). 

2 Ibid. at 334. 

8 ““A deduction under this section is subject, except for the requirement of being 
incurred in connection with a trade or business, to all the restrictions and limitations that 
apply in the case of the deduction under section 23 (a) (1) of an expense paid or incurred 
in carrying on a trade or business. . .”’. Senate Finance Comm. Rep. 1631, 77th Cong., 
2d sess., 1942—-2 Cum. Bull., pp. 504, 571, and Ways and Means Comm. Rep. 2333, 
77th Cong., Ist sess., 1942—-2 Cum. Bull., pp. 372, 430. 

4 “Tn our opinion, to be deductible under section 23 (a) (2), the expenses must be 
such as would, if incurred in carrying on a business, be proper deductions under section 23 
(a) (1) and must have been paid or incurred ‘for the production or collection of income, 
or for the management, conservation or maintenance of property held for the production 
of income’ ’’. 151 F.2d 441, 443 (C.C.A. 8th 1945). 
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this as a valid interpretation of the provision it follows that in order for 
an expense to be deductible under section 23(a) (2) it must meet the 
same requirements as under section 23(a) (1) except that it shall be 
incurred for the production of income or in the management of property 
held for the production of income rather than in connection with a trade 
or business. Consequently, if such expenses as those considered in the 
principal case are deductible under section 23(a) (1) by a taxpayer en- 
gaged in the business of administering estates they should likewise be 
deductible by an individual administrator if the expenses are incurred 
for the production of income or in the management of property held for 
the production of income. 

Such expenses were held deductible under section 23 (a) (1) by the 
court in Hochschild v. Commissioner of Internal Revenue.*® In this case 
a taxpayer incurred attorney fees in defense of a stockholder’s derivative 
suit against him for breach of his fiduciary duties as a director and officer 
of the American Metal Company. The court found that he was engaged 
in a trade or business and that such expenses were deductible as ordinary 
and necessary business expenses within the meaning of section 23 (a) (1). 

In the Josephs case the court said ‘‘It is impossible to believe that the 
expenses of respondent in this case were such as ordinarily and necessarily 
result from the activities of a fiduciary.’’?* But in the Hochschild case 
such expenses were held to be ordinary and necessary for a business trustee, 
the court there saying: “. . . it was necessary for him to defend the 
lawsuit to protect himself from being compelled to account generally for 
the alleged breach of the duties to the American Metal Co.’’ 7 Seemingly 
the substantial relationship between these two sections of the code would 
warrant a conclusion that ‘‘ordinary and necessary’’ should be construed 
the same under either. If such expenses are ordinary and necessary for the 
business trustee are they not just as much so for the individual trustee? 

It has been shown herein that Congress intended that the same re- 
quirements be met under both sections except that under section 23 (a) (2) 
the expenses must be incurred for the production of income rather than 
in connection with a trade or business. Surely Congress did not con- 
template different interpretations of these requirements which they made 
common to both sections. And yet one must resort to varied interpreta- 
tions in order to find that these expenses are ordinary and necessary for 
a business trustee but not so for an individual trustee. Such treatment 
of the enactment can result only in frustration of the benevolent intent 
of Congress. 


161 F.2d 817 (C.C.A. 2d 1947). 

% 168 F.2d 233, 236 (C.C.A. 8th 1948). 

Supra note 14 at 819. (This case involved only the deductibility of attorney fees 
since no settlement was made. However, it seems unlikely that any justifiable distinction 
could be drawn between the two items.) 
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That these expenses are deductible by a business trustee or admin- 
istrator is settled.1* That they should be deductible by an individual in 
a non business capacity if they were incurred for the production of income 
is suggested. We must consider this latter question. Certainly the respond- 
ent had anticipated a remuneration for his services and the facts as found 
by the Tax Court indicate that he was under no duty or obligation to 
serve as administrator of the estate and that he accepted the appointment 
upon condition that he would receive compensation. 

In passing on this problem in the Josephs case the court relied upon 
Commissioner of Internal Revenue v. Heide*® which had disallowed a 
deduction by a non business trustee for an amount paid in settlement of 
a claim against him for mismanagement. The Heide case opinion demanded 
that, to be allowable as incurred for production or collection of income, 
the expenses ‘‘should result from conditions which stand in the path 
of his producing income at all (and) they should not be such as he inter- 
poses himself, as little so, when his attention has flagged as when he has 
been deliberately unfaithful to his trust.’’ 2° This language clearly illus- 
trates the court’s concern over the possibility of one profiting by his own 
wrong. That one should receive the benefit of an income tax deduction 
for an avoidable expense paid as restitution for his misconduct is para- 
doxical. Admittedly, such an intent could not reasonably be imputed to 
Congress. But, in an effort to forestall such a happening, the court in 
both the Heide and Josephs cases has construed very strictly the require- 
ment that the expense be incurred for the production of income. By these 
cases it is not sufficient that the expense is incurred in connection with 
or as a direct result of the income producing activity. Seemingly they 
require that the expenditure be made positively and directly in the proper 
pursuit of anticipated income. The result is that a fiduciary who appar- 
ently acts in good faith, as did the respondent to the principal case,”* is 
the victim of a rigid construction designed by the court to combat an evil 
to which he is not a party. 

In the final analysis the broad question becomes: Is it reasonable 
and just to distinguish between a business fiduciary and a casual fiduciary 
in the circumstances of the principal case, allowing the deduction to the 
former but denying it to the latter? A consideration of the circumstances 
prompting the amendment, the Congressional intent in enacting it, the 


* Hochschild v. Commissioner of Internal Revenue, supra note 14; Kornhauser v. 
United States, 276 U.S. 145, 48 S.Ct. 219 (1928); Annotation: Federal Income Tax— 
Deductibility of Legal Expenses, 88 L.Ed. 171; Abbott v. Commissioner, 38 B.T.A. 1290 
(1938). (There was an acquiescence by the Commissioner in this case which is indica- 
tive of his agreement with the theory of the decision.) 


* 165 F.2d 699 (C.C.A. 2d 1948). 
* Ibid. at 701. 


™ Respondent had favorable decisions in the trial court in both of the actions against 
him. 
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judicial treatment of the two sections as an integrated unit and the 
Supreme Court’s pronouncement that section 23(a) (2) is ‘comparable 
and in pari materia” with section 23(a) (1) and hence to be construed 
with reference thereto, would seem to compel a negative answer. 


ROBERT H. MILLER. 


LABOR LAW—Specific Performance of Collective Bargaining Agree- 
ments. (Federal) 


Mountain States Division No. 17, Communication Workers of 
America, entered into three collective bargaining contracts with the 
Mountain States Telephone and Telegraph Company, one in January 
and two in May of 1947. The Union represented the Company’s em- 
ployees in Colorado, New Mexico, Arizona, Idaho, Utah, and El Paso, 
Texas. The agreements contained the usual collective bargaining pro- 
visions: bargaining and grievance procedures, arbitration, pensions, disa- 
bility and death benefits, termination allowances, and provisions for pay- 
roll deduction of dues. The agreements were subject to termination by 
either party on sixty days’ advance notice to the other. On May 15, 
1948, the Company notified the Union that the contracts were terminated 
at midnight as of that day. Previous to this notification, there had been 
correspondence between the Company and the Union, initiated by the 
Union, for amendment and modification of the contracts. The Union 
then brought suit in the Federal District Court of Colorado, under Sec- 
tion 301 (a) of the Labor Management Relations Act, against the Com- 
pany for an injunction directing the Company to continue the contracts 
in full force until they were terminated by their own provisions or by 
law. To support its demand for injunctive relief, the Union alleged irre- 
parable damage and the lack of an adequate, speedy remedy at law. The 
Company countered that the Union had no cause of action, that the court 
lacked jurisdiction in the matter, and that the Union had an adequate 
remedy at law. Held, injunction granted. Mountain States Division No. 
17, Communication Workers of America v. Mountain States Telephone 
and Telegraph Company, 81 F. Supp. 397, 15 Labor Cases 74,275, 
164,724 (U.S.D.C., D. Colo., 1948). 


1 Public Law 101, 80th Congress, Chapter 120, Ist Session, H.R. 3020. § 301. 
‘“‘(a) Suits for violations of contracts between an employer and a labor organization 
representing employees in an industry affecting commerce as defined in this Act, or between 
any such labor organizations may be brought in any district court of the United States 
having jurisdiction of the parties, without respect to the amount in controversy or with- 
out regard to the citizenship of the parties.” 29 U.S.C.A. 185 (1947). 
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In reaching this conclusion, Judge Symes of the District Court deter- 
mined (1) that the contracts had not been terminated and were still in 
full effect; (2) that the employer's mistaken notion that the contracts 
were terminated was not an unfair labor practice and that therefore the 
District Court, and not the National Labor Relations Board, had juris- 
diction over the matter; (3) that neither was the court’s jurisdiction lim- 
ited by the Norris-La Guardia Act, since an action to enjoin an employer 
from failing to perform a collective bargaining contract was not an action 
arising from a “‘labor dispute,”” but merely a disagreement as to whether 
or not certain contracts were in effect; and (4) that there was no ade- 
quate remedy at law, since damages could not be measured prospectively 
with sufficient accuracy. 

Ever since Schlesinger v. Quinto? courts have granted injunctive 
relief in suits by trade unions to enforce provisions in collective bargaining 
agreements. Most of the injunctions have been prohibitory in nature, 
enforcing negative covenants of the agreement.’ Recently the trend has 
been to compel employers to carry out their affirmative promises in the 


*210 App. Div. 487, 194 N.Y.S. 401 (1st Dept., 1922). A temporary injunc- 
tion restrained an employers’ association from violating its contract with the International 
Ladies’ Garment Workers’ Union and required the association to rescind its resolution 
abrogating the contract. 

* Grand International Brotherhood of Locomotive Engineers v. Mills, 43 Ariz. 379, 
31 P.2d 971 (1934); Henderson v. Ugalde, 61 Ariz. 221, 147 P.2d 390 (1944); 
Corpus v. Hotel & Restaurant Employees’ International Alliance, 61 Ariz. 483, 151 
P. 2d 705 (1944); Montaldo v. Hires Bottling Co., 59 Cal. App.2d 642, 139 P.2d 
666 (1943); O’Jay Spread Co. v. Hicks, 185 Ga. 507, 195 S.E. 564 (1938); Evans 
v. Louisville & Nashville Rwy. Co., 191 Ga. 395, 12 S.E.2d 611 (1940); Janalene, 
Inc. v. Burnett, 220 Ind. 253, 41 N.E.2d 942 (1942); Gregg v. Starks, 188 Ky. 834, 
224 S.W. 459 (1920); Mississippi Theatres Corp. v. Hattiesburg Local No. 615, 174 
Miss. 439, 164 So. 887 (1936); Stephenson v. New Orleans & N.E. Rwy. Co., 180 
Miss. 147, 177 So. 509 (1937): Dooley v. Lehigh Valley Rwy. Co., 130 N.J. Eq. 
75, 21 A.2d 334 (1941), affirmed 131 N.J. Eq. 468, 25 A.2d 893 (1942), certiorari 
denied, 317 U.S. 649, 63 S. Ct. 45, 87 L. Ed. 523 (1942); Schlesinger v. Quinto. 
supra note 2; Goldman v. Cohen, 222 App. Div. 631, 227 N.Y.S. 311 (1928); 
Roosevelt Amusement Corp. v. Empire State Motion Picture Operators’ Union, 144 
Misc. 644, 258 N.Y.S. 240 (1930); Engelking v. Independent Wet Wash Co., 142 
Misc. 510, 254 N.Y.S. 87 (1931); Suttin v. Unity Button Works, 144 Misc. 784, 
258 N.Y.S. 863 (1934); Wasserstein v. Beim, 168 Misc. 160, 294 N.Y.S. 439 
(1937); Murphy v. Ralph, 165 Misc. 335, 299 N.Y.S. 270 (1937); Basson v. 
Edjomac Amusement Corp., 259 App. Div. 1005, 20 N.Y.S.2d 924 (1940); Gold- 
stein v. International Ladies’ Garment Workers’ Union, 328 Pa. 385, 196 A. 43 
(1938); Harper v. Local Union No. 520 International Brotherhood of Electrical Work- 
ers, 48 S.W.2d 1033 (Tex. Civ. App., 1932); Fine v. Pratt, 150 S.W.2d 308 (Tex. 
Civ. App. 1941). In many of these cases injunctive relief enforced the closed shop or 
seniority rights provided for in the agreement. In the Pennsylvania case cited, the court 
enjoined the employer from moving his factory to another area, but intimated that it 
would not compel him to bring it back, where it would work a hardship. 
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agreement.‘ Heretofore, state courts have taken the initiative in specific 
enforcement of the provisions of collective bargaining pacts.° The present 
decision indicates that the federal courts have taken up the trend. 

This trend of equitable enforcement of collective bargaining agree- 
ments, which has prevailed chiefly in the state courts until the present 
decision, naturally raises several questions. —Two important questions that 
have been raised are (1) whether the collective bargaining agreement is 
in any sense a contract and (2) if it is, whether it merits equitable en- 
forcement in the form of a decree for specific performance. It seems that 
the former scarcely needs an answer. 

There are at least five theories concerning the nature of collective 
bargaining agreements. One is that they are extra-legal pacts without 
legal consequences, but it seems that no American court has assumed such 
a position.® A second is that they represent the mere embodiment of 
declared ‘‘usage’’ or “custom” to be read in construing the individual con- 
tracts between employer and employee.’ A third is that they are con- 
tracts made between the union or its officers and the management for the 
benefit of the employees.* A fourth contention is that they are contracts 


“Weber v. Nasser, 286 P. 1074 (Cal. App., 1930), granting enforcement of a 
contract calling for the maintenance of a minimum-size orchestra in a theatre; Ledford v. 
Chicago, Milwaukee & St. Paul Rwy. Co., 298 Ill. App. 298, 18 N.E. 2d 568 (1st Dist. 
1939), granting a mandatory injunction commanding the employer to recognize sen- 
iority provisions of the agreement; Baton Rouge Building Trades Council v. T. L. James 
% Co., 201 La. 749, 10 So.2d 606 (1942), enforcing an agreement calling for a closed 
shop with both mandatory and prohibitory injunctions; Sanford v. Boston Edison Co., 
316 Mass. 631, 56 N.E.2d 1, 156 A.L.R. 644 (1944), compelling the employer to 
recognize wage assignments per the agreement; Ribner v. Rasco Butter 6 Egg Co., 135 
Misc. 616, 238 N.Y.S. 132 (1929); Farulla v. Ralph A. Freundlich, Inc., 155 Misc. 
262, 279 N.Y.S. 228 (1934), requiring the employer to restore a local factory, in 
accord with the agreement, after having removed it to another state. De Agostina v. 
Holmden, 157 Misc. 819, 285 N.Y.S. 909 (1935), directing specific performance of a 
collective bargaining contract with one union by the employer and enjoining another 
union from intimidating the employer to breach the agreement; and Dubinsky v. Blue 
Dale Dress Co., 162 Misc. 277, 292 N.Y.S. 898 (1937), commanding the employer 
to return his establishment to New York after having removed it to another state in viela- 
tion of the collective agreement. Whether the injunction is mandatory or prohibitory 
will depend on whether the covenant is stated in the affirmative or in the negative, though 
many courts do not bother to make the distinction and issue both mandatory and pro- 
hibitory injunctions to enforce both affirmative and negative provisions. In general, see 
Witte, Labor’s Resort to the Injunction, 39: Yale L. J. 374 (1930). 

® Supra notes 3 and 4. 

* Holland v. London Society of Compositors, 40 T.L.R. 440 (1920). 

7 Kessel v. Great Northern Rwy. Co., 51 F.2d 304 (W.D., Wash., 1931); 
Yazoo & Mississippi Valley Rwy. Co. v. Webb, 64 F.2d 902 (C.C.A. 5th, 1933); 
Burnetta v. Marceline Coal Co., 180 Mo. 241, 79 S.W. 136 (1904). 

* Yaz00 & Mississippi Valley Rwy. Co. v. Sideboard, 161 Miss. 4, 133 So. 669 
(1931); Donovan v. Travers, 285 Mass. 167, 188 N.E. 705 (1934); Rentschler v. 
Missouri Pacific Rwy. Co., 126 Neb. 493, 253 N.W. 694 (1934); H. Blum & Co. v. 
Landeau, 23 Ohio App. 426, 155 N.E. 154 (1926). 
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made by the union or its officers as agents for the individual employees.°® 
The fifth concept advanced is that they are a ‘‘new species of juridical 
act, distinct from ordinary contracts.’’ ?° 

Whichever theory one prefers, it appears that one writer has well 
summed up the problem involved: ‘‘Collective agreements were conceived 
to meet adequately the need of a new social situation and are sui generis. 
They involve a three-party or four-party relationship, with some of the 
parties having a shifting personnel of many individual members. . . 
It is apparent therefore that an attempted application of two-party con- 
tract rules with rights and duties flowing therefrom is fraught with 
insurmountable difficulties when applied to a social situation involving 
multiple-party relationship.”’ 

Objections interposed to the enforcement of such contracts have been 
the lack of contractual capacity in the union (in most instances an unin- 
corporated association), the lack of mutuality or failure of consideration,” 
and the policy against the enforcement in equity of personal service 
contracts. 

Most of these arguments have since been answered. Labor unions 
have been given capacity to sue and to be sued in their own name by 
statute. Section 301 (a) ** of the Labor Management Relations Act spe- 
cifically provides for this. Thus, the union has achieved the status of a 
legal entity. The question of mutuality and consideration has also been 
answered. It has been pointed out that consideration may be found for 
the employer's promises in the granting of the use of the union label, prom- 
ising not to strike, and agreeing to furnish workers to the extent of the 
union’s available membership.** 


° Boucher v. Godfrey, 119 Conn. 622, 178 A. 655 (1935); Gary v. Central of 
Georgia Rwy. Co., 37 Ga. App. 744, 141 S.E. 819 (1928); Piercy v. Louisville & 
Nashville Rwy. Co., 198 Ky. 477, 248 S.W. 1042 (1923); West v. Baltimore & Ohio 
Rwy. Co., 103 W. Va. 417, 137 S.E. 654 (1927). 

# Anderson, Collective Bargaining Agreements, 15 Ore. L. R. 229 (1936): Fuchs, 
Collective Labor Agreements in American Law, 10 St. Louis L. Rev. 1 (1925); Pound, 
Administrative Applications of Legal Standards, 44 Am. Bar Ass'n Rep. 445 (1919). 
See also, Duguit, Collective Acts as Distinguished from Contracts, 27 Yale L. J. 753 
(1918). No American court has accepted this theory. 

“4 Anderson, Collective Bargaining Agreements, 15 Ore. L. R. 229, at 250 (1936). 
For further discussion of the problem see Lenhoff, The Present Status of Collective Con- 
tracts in the American Legal System, 39 Mich. L. R. 1109 (1941); Pipin, Enforcement 
of Rights Under Collective Bargaining Agreements, 6 U. of Chi. L. Rev. 651 (1939); 
Rice, Collective Agreements in American Law, 44 Harv. L. Rev. 572 (1931); Witmer, 
Collective Labor Agreements in the Courts, 48 Yale L. J. 195 (1939); and Wolf, 
The Enforcement of Collective Labor Agreements: A Proposal, 5 Law and Contemp. 
Prob. 273 (1938), in addition to the authorities cited in note 10. 

% For cases answering this argument, see Henderson v. Ugalde, 61 Ariz. 221, 147 
P.2d 390 (1944); Montaldo v. Hires Bottling Co., 59 Cal. App.2d 642, 139 P.2d 
666 (1943); and Murphy v. Ralph, 165 Misc. 335, 299 N.Y.S. 270 (1937), among 
others. 

* Supra note 1. 

* Witmer, Collective Labor Agreements in the Courts, 48 Yale L. J. 195 (1939), 
fn. 33. 
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The third objection—the policy against the equitable enforcement 
of personal service contracts—has become almost historical. As one writer 
has remarked: ‘‘It has dissolved . . . in the hands of courts friendly to 
collective agreements. They have got around it by taking a sensible dis- 
tinction between an agreement to hire a particular person or persons and 
an agreement to hire unspecified persons from a specified group.”’ *® 

The conclusion which most of the courts have reached concerning 
the collective bargaining agreement is that it is an enforceable agreement. 
It has been recognized both by Congress '* and many state legislatures.?” 
There is no longer any doubt that the collective agreement is a contract 
enforceable by both the employer and the union. 

The second question is perhaps even more difficult for some to answer 
—whether such agreements should be specifically enforced in equity. But 
the difficulty should not be great. Before courts recognized the collective 
bargaining agreement, the only remedy which the union had was to strike 
or to exert other economic pressure upon the employer to compel him 
to carry out his promises. When the courts first recognized collective 
agreements, it was in suits to recover damages, generally by members of 
the union under the third-party beneficiary theory.’* Still the union had 
to strike if it wanted the employer to carry out his promises, where suits 
at law to recover damages were not too effective a measure of compulsion. 
In 1922 the courts of New York first granted equitable relief by way 
of injunction to enforce the provisions of a collective agreement;?® but 
as has been shown, such relief enforced negative covenants, such as are 
also found in trade agreements among manufacturers or between manu- 
facturers and their agents. 

In determining whether courts should grant specific enforcement of 
collective bargaining agreements, it seems that not only the interests of the 
employer and the union should be taken into consideration, but also the 
interest of the public, which far too seldom enters the picture. If unions 
must be left to their remedy of the strike to enforce the employer’s prom- 
ises, the law has not advanced far. Neither the employer nor the union 
benefits from a prolonged strike in the long run. The public suffers great 
inconvenience, to say the least, especially in regard to strikes affecting public 
utilities, such as in the principal case. To compel the employer or the 
union to continue to observe its contract until it is properly terminated 


8 Ibid., at 204, citing Mississippi Theatres Corp. v. Hattiesburg Local Union No. 
615, 174 Miss. 439, 164 So. 887 (1936). 

% Labor Management Relations Act, § 301 (a), supra note 1. 

California Labor Code, § 1126, provides: ‘‘Any collective bargaining agreement 
between an employer and a labor organization shall be enforceable at law or in equity, 
and a breach of such collective bargaining agreement by any party thereto shall be subject 
to the same remedies, including injunctive relief, as are available on other contracts in 
the courts of this State.’”” CAL. STATS. c. 1188, § 1 (1941). 

*% Supra note 8. 

'® Schlesinger v. Quinto, 210 App. Div. 487, 194 N.Y.S. 401 (1st Dept., 1922). 
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seems the more practical answer. At least, it avoids the violence that 
often attends strikes. In recent years the unions have more and more 
taken their grievances to the courts, rather than resort to the strike as a 
means of enforcement. 

It is the writer's belief that this trend should continue and that it 
will lead to more peaceful and orderly relations between employers and 
unions. As a New York Court has said in regard to specific enforcement 
of collective bargaining agreements: “It is in the interest of good gov- 
ernment that labor unions and employers should be afforded this recip- 
rocal protection in their lawful contractual undertakings. It is proper 
and praiseworthy that a union . . ., having entered into a contract with 
the employer and feeling aggrieved because of an alleged breach thereof 
by the employer, should come into a court of equity and there seek the 
protection of its rights rather than resort to picketing and strikes to 
redress its wrongs, with the resultant effect upon the orderly conduct of 
business and inconvenience to the public.” *° 

The District Court of Colorado has taken up a trend, which till the 
present has prevailed in many state courts. This trend appears to be a 
real advancement in the law. We can hope that other federal courts will 
follow its lead. 

WILLIAM B. DAVENPORT. 


PLEADING, PRACTICE AND PROCEDURE—FEffect of Failure 
to Plead the Statute of Limitations as an Affirmative Defense. 
(Illinois) 


An action was filed to set aside certain deeds which the plaintiff 
urged were clouds on his title to a parcel of real estate. After a hearing 
a decree was entered granting the relief prayed. 

On appeal, the defendant urged that it had acquired title to the 
premises by virtue of continuous possession under the deeds in question 
and payment of taxes for a period of seven years as provided in Section 
6 of the Limitations Act. This defense was not specially pleaded in the 
court below. On appeal, held: Affirmed. Though a defense not made in 
the trial court will not generally be considered on review, courts take 
judicial notice of public acts, and therefore defense of the seven-year 
statute of limitations was available to defendant though the defense was 
not pleaded. However, the evidence does not prove adverse possession 


® Ribner v. Rasco Butter & Egg Co., 135 Misc. 616, 238 N.Y.S. 132, at 138 
(1929). 

1ILL. REV. STAT., c. 83, § 6 (1947). In the opinion the court points out that 
though appellant's claim is based on section 6 of the Limitations Act, it is section 7 of the 
Act which applies to vacant unoccupied lands and thus to this case. 
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for seven years. Anderson v. Village Homebuilders, Inc. 401 Ill. 60, 81 
N.E.2d 430 (1948). 

The language of this case raises the question as to just what pro- 
cedural methods are proper to assert the statute of limitations as a defense 
in Illinois. Prior to the Civil Practice Act, the defense of laches could be 
raised in equity by demurrer when the complaint showed on its face that 
the demand was barred by the passage of time.? There usually was no 
question of notice or surprise in asserting the defense in this manner. 
Laches was an anticipated defense when the limitation period of the 
statute had run; and to meet this defense, the plaintiff would plead a 
justification for the delay. In an action at law, however, a demurrer 
generally could not be employed to raise the defense of the statute of 
: limitations.* At law the plaintiff did not anticipate defenses in his com- 
' plaint; and consequently, a special plea was needed to put the defense 
: in issue. An exception was made in cases where the limitation was a 
special statutory one, such as in a wrongful death action, and the courts 
regarded the bringing of the suit within the period allowed as a condi- 
tion of liability.* 

At the present time the Illinois Civil Practice Act* provides for 
2 the raising of this defense by motion if it appears on the face of the com- 
plaint that the action is so barred, or by a motion supported by an affi- 
; davit to that effect if it does not so appear. This provides an adequate 
means for raising the defense at a preliminary stage, if the defendant 
chooses to do so, and at the same time eliminates the possibility of surprise. 

Before the Civil Practice Act, the defense could always be raised by 
plea, regardless of whether in the particular case it could be raised by 
demurrer. If raised by plea, the plea was usually required to be special 
and the general issue would not suffice.* However, in cases such as the 
principal case where the defendant claimed title by adverse possession 
against the plaintiff, the original owner, the defendant could prove title 
by adverse possession under a general denial.? A general denial would 


* Henry county v. Winnebago Drainage Co., 52 Ill. 454, 456 (1869); City of 
Fulton v. Northern Ill. College, 158 Ill. 333, 42 N.E. 138 (1895); Schoknecht v. 
Prassas, 230 Ill. 423, 151 N.E. 258 (1926). The time period of the statute of limita- 
tions is used as evidence of laches. 


i * Heinberger v. Elliot Switch Co., 245 Ill. 448, 450, 92 N.E. 297 (1910); 
4 Gunton v. Hughes, 181 Ill. 132, 54 N.E. 895 (1899); comment 20 ILL. L. REV. 
: 391 (1925). 


“Carlin v. Peerless Gas Light Co., 283 Ill. 142, 119 N.E. 66 (1918); Hartway 
v. Chicago Rwys., 290 Ill. 85, 124 N.E. 849 (1919); Joseph Schlitz Brewing Co. 
v. Chicago Rwys., 307 Ill. 323, 138 N.E. 658 (1923). 

SILL. REV. STAT., c. 110, § 172 (f) (1948). 

* Emory v. Keighan, 94 Ill. 543 (1880); Fish v. Farwell, 160 Ill. 236, 43 N.E. 
367 (1895); Benes v. Boucher’s Life Ins. Co., 282 Ill. 236, 118 N.E. 443 (1918); 
Kreling v. Northrup, 116 Ill. App. 448 (3rd Dist. 1904). 

™ Coward v. Coward, 148 Ill. 268, 35 N.E. 759 (1893); Stubbelfield v. Borders, 
92 Ill. 279 (1879); Fyffe v. Fyffe, 350 Ill. 620, 183 N.E. 641 (1932). 
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also put the defense in issue where the limitation was a special one incor- 
porated in the statute upon which the action was based.* The reasons for 
the exceptions to the general rule which required a special plea may be 
difficult to justify logically,® but logical or not these exceptions were part 
of the law. 

The tendency in modern practice has been to prevent the employ- 
ment of the defense of time limitations under a general denial. Most 
statutes and rules expressly provide that the defense should be by special 
plea as in Michigan,?° New York," and the federal courts.12 The Illinois 
Civil Practice Act expressly mentions laches but not the statute of limi- 
tations. However, Section 43 (4) provides that “‘the facts constituting 
any affirmative defense such as payment . . . laches . . . that an instru- 
ment or transaction is either void or voidable in point of law, or cannot 
be recovered upon by reason of any statute, . . . or would be likely to 
take the opposite party by surprise must be plainly set forth in the answer 
or reply.”’ This language seems to cover the defense of the statute of 
limitations either expressly, by referring to ‘‘any statute,’’ or in general 
terms, by referring to “‘surprise.”” The proper construction of this sec- 
tion of the statute, however, is not as clear as would appear on first 
reading: The statute of limitations may not be fully encompassed. In 
jurisdictions having the statute of limitations expressly set out as requir- 
ing an express allegation, some courts have nevertheless adhered to their 
old exceptions of ‘“‘title by adverse possession” and “‘special statutory 
limitation’’ and read these into the statutes.1* Consequently the effect 
of the Practice Act upon the old rules concerning the statute of limitations 
in Illinois must be determined by judicial construction. 

The court in the principal case uses language apparently broad 
enough to allow the defense of the statute of limitations to be used without 
being expressly pleaded in any type of case by applying the doctrine of 
judicial notice. But, the material question involved here is not whether 
the statute of limitations is law as such, but whether it is necessary to 
plead it expressly. The problem is one of notice. Consequently, it would 
seem that a more reasonable interpretation of the language used is that 


*Hartway v. Chicago Rwys., supra note 4; Lipcowitz v. Warren Printing Co., 
249 Ill. App. 368 (1st Dist. 1928). No formal pleading was required in probate courts 
and the defense could be asserted there without being pleaded: Bramwell v. Schubert, 139 
lil. 424, 28 N.E. 1057 (1891). 

* The special statutory actions were said to create new rights conditioned upon 
the time period; the ‘“‘title’’ exception based its justification on the fact that this type 
of limitation statute resulted in the party acquiring an offensive weapon as well as de- 
fensive. For an analysis and criticism of these two exceptions see Atkinson, Pleading the 
Statute of Limitations, 36 YALE L. J. 914 at page 937 (1927). 

* Michigan Supreme Court Rule 18. 

™ New York Rules of Civil Practice, Rule 107. 

Rule 8 (c). 

For a good discussion of this tendency and compilation of cases see 36 YALE 
. 914 at page 938 (1927). 
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it is not an expansion of the issues under a general denial; but if anything, 
an affirmance of the old exception of ‘“‘title by adverse possession.”” There- 
fore the defense of the statute of limitations in this type of case may still 
be proper under a general denial or what amounts to the same thing under 
Illinois practice today. 

The better rule would be to require the statute of limitations in 
all cases to be pleaded expressly. A rule which allows the statute of 
limitations to be used when not expressly pleaded is weaker on notice 
than any other defense would be if so allowed. The facts necessary to be 
proved in order to assert the statute of limitations are usually proved 
whether the issue is being tried or not. Dates come into proof as a matter 
of course. To employ a rule which would allow a defendant to spring 
this defense without specially pleading it could work such a surprise 
as to cause injustice upon an unsuspecting party. A plaintiff in order 
to protect himself would have to negate the defense whether the other 
party is asserting it or not; this is an unnecessary procedure. Another 
objection to allowing the defense to be used without expressly pleading 
it is that usually the main disputes between the parties in relation to this 
defense are not questions of fact for the jury, but are disputes over rules 
of substantive or procedural law.** A procedure eliminating unnecessary 
trials should be encouraged. 

The principal case offers no serious obstacle to holding that the 
statute of limitations must be specially pleaded in all cases. The language 
used in relation to the statute of limitations was broad, but was merely 
dicta and not necessary for the decision of the case. It is hoped that if a 
proper case arises the court will allow the dicta to remain dicta and pro- 
pound the view that the statute of limitations must be pleaded expressly 
in all cases or be deemed waived. 

ARTHUR BRANTMAN. 


‘TRUSTS— Attempted Partial Revocation of Testamentary Trust by 
Family Settlement Agreement. (Illinois) 


The testator left the bulk of his estate in trust to accumulate the 
income for the life of the survivor of his wife and two children plus 
twenty-one years. During the term of the trust, certain annuities were 
to be paid to the testator’s children for life. Upon the death of each 
child, his or her respective children were to have certain annual payments 
applied to their support. At the end of the term, the accumulated income 


“Browning v. De Frees, 196 Calif. 534, 238 Pac. 714 (1925); Brazell v. 
Hearn, 33 Ga. App. 606, 127 S.E. 479 (1925); Citizen’s First Nat’l. Bank v. Whiting, 
112 Okla. 221, 240 Pac. 641 (1925); Selles v. Pagan, 8 F.2d 39 (C.C.A. Ist 1925); 
Murphy v. Murphy, 71 Calif. 389, 235 Pac. 653 (1925). 
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and the trust property were to vest in the grandchildren per stirpes. The 
trust instrument declared that it was the testator’s desire, “to create and 
preserve for my grandchildren and their heirs an estate having a steady 
permanent income.”’ The children ineffectually attempted to set the 
will aside on the grounds of fraud, undue influence, etc., shortly after the 
testator’s death. Several years later, the trustees filed a bill for construc- 
tion, and the trust had since been administered on the basis of the con- 
struction there given.* 

In the present suit, a suit for further construction, the children 
sought to increase their annuities by the use of a family settlement agree- 
ment based upon a consideration of their forbearance from prosecuting 
a further attack upon the validity of the trust. Interests of unborn and 
minor remaindermen were represented by a guardian and trustee. The 
circuit court allowed the agreement, and ordered the guardian to execute 
it. On appeal by the trustees, held: Reversed. The court will not allow 
a family settlement agreement to modify the terms of a testamentary 
trust merely because its provisions may be harsh with respect to living 
beneficiaries. The fact that such agreements are favorites of the law does 
not change the rules applicable to trusts. Altemeier v. Harris, 335 IIl. 
App. 130, 81 N.E.2d 22 (2nd Dist. 1948). 


The right of a person to dispose of his property to uses and ends of 
his own selection upon his death is so well founded in our law that any 
doctrine which tends to frustrate the exercise of that right should be 
carefully examined and sparingly applied. If the will makes outright 
gifts of the testator’s property, an agreement among the devisees and the 
legatees to distribute the estate in a manner which differs from the terms 
of the will does not present a serious deviation from the intent of the 
testator.? For his intent would appear to be that they take the property 
as their own to deal with it as they should see fit. But where the intention 
of the testator is expressed by an active trust, the courts should be most 
astute to protect and preserve that scheme of distribution or enjoyment, 
so that the testator’s intent will not be defeated by the misapplication 
of doctrines which would be perfectly valid when properly applied. 


There is little doubt that family settlement agreements are favorites 
of the law, or that their purposes and contemplated results are to be en- 
couraged.* It is also the accepted view that decrees affecting the future 
interests of unborn members of a class may be made binding upon such 


*§mith v. Thomas, 317 Ill. 150, 147 N.E. 788 (1925). 

*For a general discussion of such settlements, see 97 A.L.R. 468. Note that 
trusts are a very widely recognized exception to the general rule. 97 A.L.R. 471. 

* Hall v. Hall, 125 Ill. 95, 16 N.E. 896 (1888); McDole v. Kingsley, 163 Ill. 
433, 45 N.E. 281 (1896); Cole v. Cole, 292 Ill. 154, 126 N.E. 752 (1920); Simp- 
son v. Wrate, 337 Ill. 520, 169 N.E. 324 (1929); Anderson v. Anderson, 380 Ill. 488, 
44 N.E.2d 43 (1943). 
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unborn persons by invoking the doctrine of virtual representation. How- 
ever, when these postulates are combined to accomplish indirectly that 
which cannot be done directly—the modification of an apparently valid 
testamentary trust where there are contingent interests and the main pur- 
poses of the trust have not been substantially fulfilled—it is mandatory 
that the utmost caution be exercised to protect both the settlor’s desires 
and the interests of unborn beneficiaries.® 

It is not to be taken that the doctrine resulting from the blending 
4 of the components heretofore set out is of itself bad law, for there are 
i situations in which its application is highly desirable. The facts in Jen- 
nings v. Hills * present such a situation. Most of the trust property was 
long term leases. There were at least seven suits or claims involving the 
estate and its administration. Some of the leases were liable to be sold 
at a loss to satisfy the claim of the settlor’s widow for one third of the 
personalty to which the court found she was entitled after she had re- 
nounced the will. The widow was also suing to recover her dower, and 
to recover from the executors certain sums of money claimed to have 
é been taken by the testator from a trust fund in her favor. The heirs were 
seeking to set aside the will on various grounds. None of the annuities 
provided for in the trust had been paid, and the annuitants feared they 
might be lost, while other beneficiaries feared the will might be set aside. 
By such an array of litigation everyone concerned was likely to lose some 
if not all of his expectancy; the position of the unborn and minor re- 
maindermen’s interests was most precarious. A family settlement agree- 
ment compromising the various interests was drawn, and a guardian was 
appointed to execute the instrument in the name of the minor and unborn 
beneficiaries. In such a situation a family settlement with the unborn 
class members represented by those sui juris, and also by the guardian ad 
litem, would not only be proper, but highly desirable. A portion of the 
testator’s intention could be disregarded to the end that his desires would 
not be completely defeated.’ 

Should this doctrine be applied where there is no serious question 
as to the validity of the trust—where the only threatened suit is one for 





ESOT Ge 





: “Hale v. Hale, 146 Ill. 227, 33 N.E. 858 (1893); Gavin v. Curtin, 171 Ill. 
640, 49 N.E. 523 (1898); Longworth v. Duff, 297 Ill. 479, 130 N.E. 690 (1921); 
: Cary v. Cary, 309 Ill. 330, 141 N.E. 156 (1923); Gunnell v. Palmer, 370 Ill. 206, 
3 18 N.E.2d 202 (1939). 
5 That trusts involving contingent interests may not be terminated: Anderson v. 
Williams, 262 Ill. 308, 104 N.E. 659 (1914); Johnston v. Gastman, 291 Ill. 516, 
126 N.E. 172 (1920); Hubbard v. Buddemeier, 328 Ill. 76, 159 N.E. 229 (1927); 
Mohler v. Wesner, 382 Ill. 225, 42 N.E.2d 264 (1943); Comment, 32 ILL. BAR J. 
136 (1943). That trusts may not be terminated unless their purposes have been sub- 
stantially accomplished: Guerin v. Guerin, 270 Ill. 239, 110 N.E. 402 (1915); Sheley 
v. Sheley, 272 Ill. 95, 111 N.E. 591 (1916). 

* 247 Ill. App. 98 (lst Dist., 1927). 

™ The case is here presented for its factual situation. The family settlement agree- 
ment was collaterally involved in the adjudication of another question. 
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construction, and not such a contest as would seriously jeopardize the 
remaindermen’s interests? In Wolf v. Uhleman,® the testatrix left the 
bulk of her property in trust to pay certain annuities to her two children 
for twenty-one years, on the death of either of them, certain payments to 
be made to their children, all interests to vest on the death of the survivor 
of the testatrix’s children, but no distribution to be made until the remain- 
dermen should respectively reach the age of forty years. In a suit by the 
only two grandchildren against their father and aunt, the court allowed 
a family settlement with a guardian representing the one minor grand- 
child and the unborn grandchildren, should any later appear. The con- 
sideration upon which the agreement was predicated was the compromise 
of a threatened suit for construction of the will. The grounds of this 
contemplated suit, if closely examined, do not seem to embrace any serious 
threat to the trust.* In spite of this, the court felt that the interests of 
the minor and unborn beneficiaries were not only well protected, but 
were enhanced by the agreement which precluded the suit for construction, 
and increased the payments to the children and the living grandchildren. 
It may well be doubted that the unborn grandchildren received any benefit 
or that their interests were actually asserted to their best advantage. It 
would appear that any increased payments to the living beneficiaries 
could not help but decrease most materially the amount of accumulated 
income to which such contingent remaindermen would become entitled. 
The result seems to be an exchange of cash-in-hand for benefits of a most 
ephemeral nature at the expense of the contingent interests. Further, the 
expressed intention of the settlor is defeated and the trust, in effect, recon- 
structed according to the court’s views of equity without any sufficient 
justification. Such a decision represents a rather marked departure from 
the recognized office of the family settlement agreement. 

A pattern very similar to that of the Wolf case developed in Alte- 
meier v. Hartis.° Because of the two previous suits, any contemplated 
suit for construction would hardly be a serious threat to the interests of 
the remaindermen. It would appear that the only consideration which 
could flow to the remaindermen would be immunity from an apparently 
frivolous suit. This seems to be a most inequitable exchange for a material 
depletion in the accumulated income which the remaindermen are to 
receive in the future. As in the Wolf case the testators’ heirs were attempt- 
ing to frustrate his expressed and obvious desires. The court refused to 
impinge upon either the settlor’s intent or the interests of the remainder- 


®325 Ill. 165, 156 N.E. 334 (1927). 

* Ibid., at 184, 341. 

In the Altemeier case the court sought to distinguish and reconcile the Wolf case. 
The will in the latter case was more complicated than that involved in the former case. 
This does not, however, impair the contrast between the treatments given the contingent 
interests and the testator’s intent in the two cases. 
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men. It is submitted that the Altemeier decision in refusing to allow the 
settlement agreement represents the better view. 

The doctrine of virtual representation is very useful in preventing 
useless and expensive delay in the adjudication of rights of parties when 
they are affected by the interests of persons unborn or unascertained. But 
such a doctrine is fraught with danger when it is not carefully exercised. 
If laxity or naivete permit the doctrine to be applied in situations such 
as the Altemeier case, the result can be nothing more than the defeat of 
the testator’s intent, and a depletion of the contingent remainderman’s 
interests under the trust. Unless it can be demonstrated that a serious 
threat to those interests exists, a family settlement agreement in which 
they are bound by the doctrine of virtual representation should not be 
allowed. There should be no deviation from the expressed intent of the . 
testator, unless that deviation can be justified as the only measure which 
will prevent a substantial defeat of his scheme of distribution. 


HILMER C, LANDHOLT. 


WILLS— Revocation of Duplicate Wills. (Illinois) 


In 1941, deceased duly executed two copies of her will—the type- 
written original and a carbon copy. Deceased retained the executed carbon. 
The “‘original’”” was delivered to a friend for safekeeping. On her death 
in 1946, the friend to whom she had entrusted the typewritten original 
filed the instrument for probate. A few days later, the carbon impression 
was found in a pocketbook in decedent’s home with the word ‘‘Void’’ 
written across both pages followed by the signature of the decedent. The 
fact that this word was written by decedent was not in dispute. The pro- 
bate and circuit courts denied probate 'to the original impression. On 
appeal, held: Order affirmed. The words ‘‘Void’’ and the name of testatrix 
across both pages of the duly executed carbon impression were effective 
to revoke both copies of the will. In re Holmberg’s Estate. Wiersema et 
al. v. People, 400 Ill. 366, 81 N.E.2d 188 (1948). 

The question of the revocation of one of duplicate wills has not 
before been considered by the Illinois court, although there are numerous 
decisions upon the point in other jurisdictions. 

The pertinent Illinois statute reads: ‘“‘A will may be revoked only 
(a) by burning, cancelling, tearing or obliterating it by the testator him- 
self or by some person in his presence and by his direction and con- 
sent . . .”.1 When a will is traced into the possession of the testator and 
last seen there, and is not forthcoming at his death, there is a prima facie 
presumption that the testator destroyed the will with the intention of 


1ILL. REV. STAT., c. 3, § 197 (1947). 
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revoking it.? In the principal case, the presumption does not have to be 
invoked because, as the court pointed out, there was ‘‘actual and definite 
evidence of the testator’s intent.’’*® It is universally held that the revoca- 
tion of one of duplicate or triplicate wills operates as a revocation of the 
other or others.* This rule applies whether the revoked instrument is one 
of duplicate typewritten ‘‘originals’’ or whether it is only a carbon im- 
pression. If the latter is duly executed, it stands on the same plane as 
the “‘original.’’ > In the instant case, the court experienced little difficulty 
in concluding that the acts of revocation upon the carbon impression 
operated to revoke the entire will. 

The Holmberg case is a clear illustration of the dubious precaution 
of executing duplicate wills. Apparently, those who take such a “‘pre- 
caution’ do so in order to insure against the loss or destruction of one 
of the instruments. The cases on the subject indicate the doubtful prac- 
ticality of this procedure, because if the duplicate retained by the testator 
is not produced, or its absence is not satisfactorily accounted for, the 
other copy will not be admitted to probate.” The same burden is placed 
on the proponent of the single duplicate as is placed upon the proponent 
of a lost will. In both cases, the proponent must show that the testator 
did not revoke the will *—that is, there must be sufficient evidence to 
rebut the presumption that the testator revoked. Therefore, as to the 
matter of the rebuttal of this presumption, no advantage is gained from 
the duly executed copy. 

In the probate of a lost will it is necessary to prove the will was 


* Koester v. Jennings, 334 Ill. 107, 165 N.E. 650 (1929); Griffith v. Higgin- 
botom, 262 Ill. 126, 104 N.E. 233 (1914); St. Mary’s Home v. Dodge, 257 Ill. 518, 
101 N.E. 46 (1913); Stetson v. Stetson, 200 Ill. 601, 66 N.E. 262 (1903); Boyle v. 
Boyle, 158 Ill. 228, 42 N.E. 140 (1895). 

*400 Ill. 366, 371, 81 N.E.2d 188, 191 (1948). 

“In re Lawrence’s Will, 138 N.J.Eq. 134, 47 A.2d 322 (1946); In re Wall’s 
Will, 223 N.C. 591, 27 S.E.2d 728 (1943); Crossman v. Crossman, 95 N.Y. 145 
(1884); In re Estate of Bates, 286 Pa. 583, 134 A. 513 (1926), 48 A.L.R. 294; 
In re Flynn’s Estate, 174 Misc. 565, 21 N.Y.S.2d 496 (1940). 

*In re Robinson’s Will, 257 App. Div. 405, 13 N.Y.S. 324 (1939); In re 
Estate of Bates, supra note 4. 

* See Scoggins v. Turner, 98 N.C. 135, 3 S.E. 719 (1887). 

™In re Branagan’s Will, 180 Misc. 209, 40 N.Y.S.2d 932 (1943); In re Patti- 
son’s Will, 78 Misc. 699, 140 N.Y.S. 478 (1912); In re Wall’s Will, supra note 4; 
68 C.J. § 613a states: ‘‘Probate of a copy or duplicate of a will, as a general rule is 
neither necessary nor permissible unless the other is produced or its absence is satisfactorily 
explained.”’ It cites In re Field’s Will, 109 Misc. 409, 178 N.Y.S. 778 (1919) and 
In re Schofield’s Will, 72 Misc. 281, 129 N.Y.S. 190 (1911). The cases, however, 
are not authority for the situation where the copy left with a depository is not found, 
and the duplicate which was in the testator’s possession is offered for probate. It would 
seem that the only ‘‘accounting for’ necessary for the absent duplicate in that case would 
be to show that it never came into the hands of the testator, so that the presumption of 
revocation would not arise. See Jn re Pattison’s Will, supra above. 

*St. Mary’s Home v. Dodge, supra note 2; Leemon v. Leighton, 314 Ill. 407, 
145 N.E. 631 (1924); Koester v. Jennings, supra note 2. 
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duly executed by a competent testator.® It seems that herein an executed 
copy of the will would be advantageous because a presumption of due 
execution arises. This single advantage is not sufficient, however, to 
counteract the accompanying disadvantages of duplicate wills. 

To probate a lost will, it is also necessary to determine the contents 
of the instrument. Where there are no copies of the contents, this, admit- 
tedly, is a very difficult procedure. A duplicate of the will would provide 
this information, but an unexecuted carbon would provide as clear and 
satisfactory evidence as would the executed copy.?® 

An executed duplicate of the will, outside of giving a presumption 
of due execution, has no more efficacy than an unexecuted copy which con- 
tains the same information in regard to attestation and contents. The other 
advantages gained by the execution of duplicates are equalled by the 
preparation of an unexecuted copy. On the other hand, there are certain 
disadvantages accompanying duplicate wills. ‘‘One who makes a will in 
duplicate subjects it to a double hazard of loss or accidental destruction, 
which cannot be accounted for; and this may defeat the testator’s inten- 
tion by mere accident, or by the carelessness of a custodian of one of the 
duplicates or even by the deliberate fraud of one having an interest in 
defeating the will.” » 

If a testator has executed only one will, and it cannot be found at 
his death, unless the proponents have clear evidence that the will was not 
revoked, probably no attempt will be made to probate it. However, if 
one has a duly executed duplicate of the will, there will be a strong inclina- 
tion to attempt the probate of it, although the evidence of non-revocation 
may not be clear. In the event of a missing duplicate, litigation apparently 
follows as a matter of course. The Holmberg case is an excellent example. 
If the will in decedent’s possession had been the sole will, there probably 
would have been no attempt at probate. 

Duplicate wills with the purpose of doubling the chances of dying 
testate fail in their purpose, and, in effect, double one’s chances of dying 
intestate. An unexecuted copy of the will provides a better means of 
guaranty, without the attendant disadvantages. 


VINCENT T. WASILEWSKI. 


* Bley v. Luebeck, 377 Ill. 50, 35 N.E.2d 334 (1941). 

In re Zell’s Estate, 329 Pa. 312, 198 A. 76 (1938); In re Estate of Bates, 
supra note 4. 

“In re Robinson’s Will, 257 App. Div. 405, at 408, 13 N.Y.S. 324, at 326 
(1939). 
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will prepare men and women for any of these callings, and 
which will assist them in becoming leaders in public thought 
and in community service. 

The College of Law offers a three-year curriculum leading to 
the professional degrees of Bachelor of Laws (LL.B.) or Doctor 
of Law (J.D.). It also offers a four-year curriculum leading to 
a first degree of Bachelor of Science (B.S.) in Law and the 
professional degrees of LL.B. or J.D. A wide variety of courses 
is available, ranging from the basic problems in the law to 
more specialized fields of practice. « 

Most classes are conducted by the ‘‘case method’’—the exami- 
nation and discussion of judicial decisions, statutes, and other 
sources of law. In advanced classes, use is being made of exer- 
cises in drafting and research, and of seminars in which students 
may lead as well as follow in the discussion. 

A well-balanced program of student activities is open to all 
members of the student body. 

For further information regarding the College of Law, ad- 
dress the 


COLLEGE OF LAW, University of Illinois 
URBANA, ILLINOIS 


























